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5 * Case 53 - 14 ; - Section XV, l 5 - 204 , 2 (aa) - Training arxi Educational 

Costs , A report from t.t Editing Subcommittee, “'"dated 
15 * st 1956, presenting an edited ver. n of the subject material was 
Approved by the Committee with the following minor modification;;; 

15-204,2 (aa) (2) (v) was revised to delete (a) and (B)» 

The semicolon appearing after (A) was changed to a comma.’ 
and the word "and” was added at the end of the paragraph. 

With these modifications the paragraph was redesignated ' 
as (iv) and the existing paragraph (iv) as paragraph (v), 
deleting the word "and" at the end thereof. 

The members were advised that immediately following AS PR approval coordina- 
tion of the paragraph would be undertaken by the Staff by memorandum with 
the ASD (MScP), 


The subject of industry coordination was discussed, with the' Committee 
recommending that industry be afforded an opportunity to comment, inasmuch 
as the paragraph covering Training and Educational Costs was marked ’ 

( Res .‘/.• vd" • n the draft of Section XV which was forwarded to indus try, 
hotyv+Gs^anding this recommendation, the Committee concurred that for mal 
soliG os ...on of industry comments on this paragraph was a matter for 
decision by the Staff, AUG 2 9 1956 


1 


1?.. Case 53-14; - Revision of Part 2, S ection XV , The CSD member Reported that 


v Case si— uu. — revision ox c . > — „ , , . , 

the Materiel Secretaries have recommended the allowance of costs for ® 

advertising and advertising in technical publications and that this, plus any 
reining problems, is being resolved by higher echelons, A further report 
Will be made by 6 Mar 57, g p Gb ^ 


\ 


.% C aS e 53-14; - Revision of Section XV, Part 2 , It was noted that this 
problem is being considered at higher echelons and that a further report \i±ik 

bi nnde on 5 Jun 57. ; s SET. \ 

Case 53-jili - Revision o f Section XV. bart g . The nenbers concurred 
requester the Staff for an extension of the reporting date to 3 Jul 57 




(5 Jun 57) 


d in the 

' \ 


the t t SfJ* 3Sl^ 

(10 Jul 57) ' 

Cajs 53-14; - Revision •— , 

acl^eti on this cage had be en suspended nendil + C ^ lrilBn re P° rted that ’ 

the s ingle set of cost- princiSes C^f^^?®, 0 ? t0crae of effort on . 
panying the single set, from the Secretary n * better of transmittal acccw-’ 
were distributed to the maribers onlv of Defense to the three Departments, 

14 3^7 meeting. ” 0nly * A fUrth «* report will be given at toe 9 

— (17 Jul 57) \* 

-cww ^-44 - Revision of See-H ytt" 1 ■" ■" I. 

further action on~Vart 2, Sec tion Xv s 1 a ~-IL c ^he Chairman reported that 
current efforts to publish as a rLSfof 

^Legal^er suggested that^Tview o^this w® 08 * princi P les « The 
closed. The members concurred in this information the case be 

is closed. *• uggestion and, accordingly, the case 

- ■ (14 Aug 57) 


3# Case 53-lUi XV_- 15-201**2 (bb) - Training anfl Educational Expense s . 

Ihe Committee considered a report from the Special Subcrariittee, &ted^August 
,1956, covering the subject paragraph on trainii^ and educational expensed 
. After considerable discussion the Subcommittee report was modified as quoted 
below: ^ 

n 15-20l**2(bb) - Training and Educational Expenses 

a* The costs of preparation and maintenance of a program of 
instruction at non-college level designed to increase the vocational 
» effectiveness of employees include the salaries of the director of 
training and staff, training materials and textbooks when* the training 
program is conducted by the contractor; and tuition, fees, training ' 
materials, and textbocke, Wien the training is of a non-college level 
in institutions conducted by other than the ccrvtractc r* Such costs 
are allowable* In both instances, costs of salaries or wages of % 

trainees during regular working hours are allowable, 

t costs of part-time technical, engineering and 

, scientific education, at an under-graduate or peat-graduate 
college level, related to the job requirements of bora fide 
i employees, are allowable as follows: 

1. Tuition, fees,* training materials and textbooks; 
or, in Heu of tuition, instructors* salaries and the 
related share of indirect expense, provided that the sum 
thereof is not in excess of the tuition which would have 
been paid to the participating educational institution* 

2* Straight-time compensation of employees for time 
spent attending classes during working hours not in excess 
of a total of 156 hours per year where circumstances do 
not permit the operation of classes or attendance at 
classes after regular working hours* 

c. The costs of tuition,* fees, training materials and 
textbooks (but not subsistence, salary, or any other emoluments) 
in connection with scientific and engineering education on a 
full-time basis at a post-graduate (but not under-graduate) • 

college level related to the job requirements of bona fide* 
employees for a total period not to exceed one school year, 
are allowable* In unusual cases where required by military 
technology, the period may be extended* 

d* Maintenance expense and normal depreciation or fair 
rental on facilities owned or leased by the contractor are 
allowable to the extent set forth in (k) above, (e) above 
1 and (t) above, respectively* 

' costs of training and education of other t han bona 

fide employees are net allowable* 

f*” Grants to educational or Irclniig institutions, Including 
the donation sf faoUitiae Jar ether j ro p e i ti es/ aebclerships -or 

fellowships, are considered as contributions and will be treated a 

as provided under ASPR l5-20U*3(c)* n 

The report was referred to the Editing Subcommittee with the request that an 
edited version be presented for consideration by 21 August 1956* In the 
interim the AS PH members w ill clear the proposed paragraph within their 
respective Departments and the Staff will undertake coordination with the 
Assistant Secretary of Defense (Manpower and Personnel)* 3he Committee 
further determined that if the paragraph was cleared in time, it would be 
inserted in Section XV for issuance concurrently with the printing of that • 
section* The Chairman further advised the members that the proposed paragra 
probably i*>uld be presented to the Procurement and Production Industry 
Advisory Committee to secure an industrial reaction* 

i ' 

In conjunction with the above paragraph, the subject of the all owab ili ty 
of management and executive training costs was discussed aib deferred without 
action to modify the above paragraph* 

In approving the above paragraph the Committee considered and rejecte ‘ 
the concept of allowing full-time salaries for bona fide employees on a q « 
full-time basis at post-graduate college levels* ' 


; r .7 .„.rtsion of Section XV - Fart 2 - Para„- «oh X 5 - 2 '- 4 , 2 (uyj; 

9> 0.ee 53-10. ^2- ^ A legai ^er ceil ed tto 

attention to a i lecrepW easting in the present wa». ’{See^ . 

in paragraph l5-20iu2(n) vdth ttee approved 

^I'S-ituSrr'the -ris -otherwise 'gT'ZS&T 

words -without prior approve!" in next 
'to the last line of the paragraph. AUG 7 1956 

3* Case 53-1& - Revision of ASER 12-202 'to Conform to Proposed AS HI 
. i5-20ft f ..2(n) - (Overtime, Extra-Fay Shift Mid Multi-Shift 

/ _ Work). The Navy legal menfcer called the Committee's 

attention to a further change required in the subject paragraph in view of 
the changes approved at the 8/7/56 meeting in paragraph l5-20U.2(n) to 
remote an inconsistency between the two paragraphs. To correct this situation 
ther Committee approved the substitution of the word " approval" for the worcST 
"authorization" as it appeared in the second and third sentences of subpara* 
graph (b) of the ASER minutes of 17 July 1956* AUG 1 4 1256 


12* Case 53-Ui - Revision of Part 2, Section XV - Contract Cost Principles 
Thi Committee considered a report from the Section XV Subcommittee, dated 
30 July 1956, presented in response to a report from the Tax Subcommittee 
■Mated 21 June 1956. In considering the Section XV Subcommittee's report 
with respect to the three questions raised' by the ASER Committee and the 
Subcommittee’s suggested treatment thereof, the Committee disagreed with 
the Subcommittee’s clarification of the first question and reinstated the 
previous language under subparagraph (1) to read: 

. . .and which are paid or accrued in accordance with * 

generally accepted accounting principles are allowable, 

9 • * 


\ 


The Committee further revised the two sentences following (2) (ii) to 


read: 


\ 


/ 


"Reasonable cost of any such action undertaken by the 
contractor at the direction of the contracting officer 
are allowable. Interest and penalties incurred by a 
contractor by reason of the nonpayment of any tax at 
the direction of the contracting officer or by reason 
of the failure of the contracting officer to assure 
timely direction after prompt request therefor, are 
also allowable." 


\ 


The Committee concurred in the Subcommittee report concerning the other 
questions. These include retaining the present language of subparagraph 
(2) (ii) without change and the addition of a proviso provision to sub- 
paragraph (3) as follows: 


/ 


• • f ; 


provided any interest actually paid or credited 


A 


to a contractor incident to a refund of tax, interest 
and penally shall be paid or credited tc the Government 
only to the extent that such interest accrued over the 
period during which the contractor had been reimbursed 
by the Government for the taxes, interest, and penal tie s. 11 

As revised above the Committee approved the changes for inclusion in 
'Section XV. AUG 1 4 1956 


3. Case 53-liit . Section XV - l$-20iu 2 (bb) - ,3 ning and Educational Exnens 
A report dated July 195^ rron the Special Subcormttee established to conside 
the subject problem was discussed at length. The discussion touched upon many 
i fleets of the problem, such as whether the proposed allowance of training and edu- 
cational expenses was in keeping with the National policy or merely a question of 
the n cost of doing business 11 in the present economy. It was pointed out that many 
commercial concerns have established programs for the advancement of their engineer- 
ing and scientific employees by supporting their education in after-hour classes 
and, to seme extent, even cn a full-time basis at graduate schools. It was further 
pointed out that it is the President’s policy to promote training, particularly 
higher training, starting at the high school level. In addition, the members were 
advised that the Hoover Committee had recommended Governmental support and training 
to encourage Governmental career employees. To some extent, the Army and Navy art 
jnow using this practice for certain selected employees. 

*^ e Committee then undertook consideration of the proposed paragraph contained' 
in Inclosure It of the Subcommittee report, in conjunction with the other inclosures. 
The paragraph was approved, as modified by the Committee, subject to editing as 
f ollows : 

, n l5-20i| r 2(bb) - Training and Educational Expenses 

1 1 ■ " ■■■ — 

i . 

s. Preparation and maintenance of a program of instruction 
designed to increase the vocational effectiveness of employees * 

include the salaries of the director of training and staff, train- 
ing materials and textbooks, when the training program is con- 
ducted by the contractor; and tuition, fees, training materials, ’ 

and textbooks, when the training is of a non-college level in 
institutions conducted by other than the contractor. In both 
instances, costs may include salaries or wages of trainees during 
regular working hours. 

b. Part-time technical, engineering and scientific edu- 
cation at an under-graduate or post-graduate college level 

related to the job requirements of the employee as follows: t 

1. Tuition, fees, training materials and textbooks. 

2. Where circumstances do not permit education after 

paid working hours, regular employee compensation 1 

is also allowable for instruction not in excess of 
a total of 156 hours per year. 

c. Tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection 
with scientific and engineering education of bona fide employees 

on a full-time basis at a post-graduate college level, related ( 

to the job requirements of the employee, for a total period not j 

to exceed one school year. In unusual cases where required by [ 

military technology, the period nay be extended. 


d. The costs of training and education of other than 
'\ bona fide employees, including scholarships and fellowships, 

are not allowable." 

Tne Committee also noted that it may be necessary to include an appropriate 
-reference to subparagraph (d) of l5-2Cli.2(bb) in the listing of items of 
unallowable costs. 

a further question was raised with respect to the treatment of costs 
occasioned wnere contractors established schools at their own locations on the 
premise that such costs ought to be covered by the above paragraph. As these » 

costs would involve both facilities and faculty expenses, the question of how . 

such costs would be treated was returned to the Subcommittee to draft anpropriote 
coverage for inclusion in the above paragraph 15-201. 2 (bb). Tne Subcommittee was * 

requested to provide a report for consideration by 7 August 1956. JUL 3 1 1956 



11. Case $y-h h - Revision of AS Hi. 12-202' to Ccnferm to Proposed AS PR 
» l5-20lu2(n) ~Z (Overtime. Extra-Pay Shift and * ' 

Multi— Shift W ork/. The Committee conAdftTsarf a report fron.' 
i the Editing Subcommittee, dated 21 June 1956, presenting an edited version of 
*the subject material. The Committee modified the second and third sentences 
of subparagraph (b) to read as follows: 

• • • • Cn cost-type contracts, and to the extent 
required by the contracting officer' on rede terminable 
and incentive fixed— price contracts, however, an 
authorization from the Government for the use of ’ 

overtime, extra-pay shifts and multi— shifts must be 
obtained to sustain the charge of any premiu m labor v 

costs to the contract. Such authorization should ' 
generally be obtained prior to the use of overtime, 
extra-pay shifts and multi-shifts ... . 

In the last sentence cf subparagraph (b) the word "required’ 1 
was substituted for the word "desired.” 

In the title of paragraph 12-102 the word "Shifts" was 
changed to read "Shift" in the phrase "Extra-Pay Shifts." 

As modified, the revised paragraph 12—102 was approved for printing , 
concurrently with the printing of Section IV. JUL 1 7 1956 


iu Case 53— Wi — Revision of Se ction ^XV_— _ Contract Cost Pri nciple s — 

Part 1. The Committee considered a report, dated 6 July 
195-c, from the Editing Subcommittee presenting an edited version of tlie 
revision of Part 1, Section XV. After considerable discussion, in which 
several suggestions were presented for revision of paragraphs 15- 101, 

^5-102,1 and 15-102.2, the report was returned to the Editing Subcommittee 
for redrafting, with the request that a revised report be presented for 
consideration by 31 July 1956* A further suggestion was made that when the * 
revised Part 1 was published a change was required in paragraph l5~502(&) to 
replace the comma with a period and delete all material following the coma. 

The Committee approved the recommendation. 2 1 

ihe minutes of the 7/2U/56 meeting were approved with the following modifications 

I^em I*. Case $3-Ub - Re vi s ion of Section XV - Contract Cost Principles 

Part I . — 

4.he case number was revised to read 56-29, and the second sentence was re- 
vised to read: "After considerable discussion, in which several sug- 

gestions were presented for revision of paragraphs 15-101, 15-102.1 and 
ii-102.2, the report was returned to the Air Force member of the Editing 
■subcommittee for redrafting, with the request thst'a revised report be 
presented for consideration by 31 July 1956. JUL 3 1 1956 




7* Case 53-hh ’ision' of Part 2, Section XV , ‘eport dated 21 June 1956 
from the Tax Subctwdttee, recommending certain chafes in proposed paragraph 
l5-20li*2(y) of. the latest draft of -Part. 2. Section XV. was -discussed* ~It 
determined that the paragraph diould not Include a reference to "taxes 
governments" since the award of cost-reimbursement type contracts by local pr«- 
uiing activities to foreign contractors occurred so infrequently that this 
tter should be covered on a case-by-case basis when awards are made te foreign 
ntractors, In the revised draft of the paragraph submitted by the Tax Sub- \ 
committee in subparagraph _ (l) Jt he qu estion was raised as ti whether defense would 
reimburse a &i) the quest 

was raisedgg-t* ^ ? yi n d i y >. e e^< ^bffaSaggeph (3) it wa ? 

JLndic atedthat the iayb sentOrtCe be -g previse"- ae nte o c ai* r *Eh e entire 

report was referred "to "tfcs Bert 2 £ -"S ectten^W :8m> oonil ttee }f ctp/review, in 
Coordination with 'the 'Tax' Sub'ecmniittde ;~±f 'newssary, '"and*'fche “reque st made 
that a report be submitted within 30 days# jyp 3 |95g 


1 


1 


13,* Case 53-ill - Revision of 'AS PR 12-202 to Conform to Proposed ASFR l5-20l«$(n) 
] - (Overtime, Extra-Pay Shift and Multi-Shift Work)# An ~~~ 

Bdjiting Subccend-ttaier^ort dat«d 21 June.l95P submitted an edited version of 
a Revised AS PR paragraph 12-202, 3Jae. ASpfi, Cqawdftte* discussed the details of 

' J this -firtft and rtadfe "thg oEL-owri^ respect paragraph 

ic- w-u -'r J-O*. xeq e--~r - -iju c.vr.. t d<!U \v. •• • ^ ^ 

- — - *>'c t. hev'.esi' siedm?-;*. erf? ■ rr -i-j;-: " 

a# In line 3 it was suggested that there be added after the word 
"contractor," the following: 

i ", and the contractor shall' not be entitled to 

a price adjustment therefor, "j 

b# In subparagraph (ii) discussion concerned having the 
subparagraph commence "To the extent required by the 
contract"; and 

' c. Having the third from the last sentence read* 

4 ' 

"Such authorization shall generally be obtained 
prior to the use of overtime, extra-pay shifts, and 
multi-shifts •" 

It may also be necessary to delete the "s" from the phrase "extra-pay shifts" 
wherever it appears in the entire clause* 

4 The C omtfdttee members desired to look into this matter further and, 
accordingly, the item will be discussed again at next weejjj^s meeting, 

S3 ' u ‘ - a g ftg- *! m *- cnnf — to 

/ . ±?^VUmC Overtime. S a- 




mepHn. t \, requested to 1 111 Lude Uii' . 1' t tiiti-Sh: 

In the interim the meters «m 

JUL 1 0 ihS8 * 





h» Case e "*-W* - Revisio n of Section, XV, Par * ° 0 The Chairman announced 
f that the serial Secretaii.ee Council had de. aed that the subject or 
1 profit sharing, contributions and donations, and general research costs 
■would receive the same treatment under the revised Part 2 as in the * 
existing Section XV, It was determined that there was no objection to 
using the revised language concerning general research costs developed 
by the Editing Subcommittee; however, with respect to the negotiation* 
criteria set forth in the edited version under general research costs, « 
it was agreed that they would not appear in Part 2 but would be placed 
appropriately in Part 1 of Section XV, APP: i ? i£5p, 


9 , Case 53-ljh - Revi slon of Section XV, Part 1, The Committee considered I 
a memorandum from the Chairman recommending that when Section XV, -Part 2, I 
ijg revised that certain changes, as set forth, be made simultaneously in I 
Part 1, It was determined that these recommendations be referred to the 
Editing Subcommittee with the further request that the Editing Subcommittee 
review the suggested' placement of proposed paragraph 15-103, With respect 
to this latter point, it was agreed that the Committee had previously 
directed the placing of this material in Part 1, but in reconsidering, the 
question was presented as to whether it should not more properly be placed 
£n Part 5o The Editing Subcommittee was requested to report within two \ 
weeks, WAY 1 1956 


l/. 


\ 


Case 53-ldi - Revision of Part 2, Section XV - Contract Cost * i 
/ Principles, A report from the Editing Subcommittee, \ 

■ ‘dated 26 April 1956, containing a final edited draft of subject was j 
distributed to the menbers, In addition, a revised draft of a document 
containing the major unresolved issues with industry were also made 
available to the members, - Both hfthese .-documents "Hill be attached to 
aM agenda item for the Material Secretaries Council in the very near , 

/uture and the members were requested to give their concurrence to the \ 
/documents to the Chairman by U May 1956, WAY 1 YY \ 

12, C^fse 53— UU - Revision of ASPR 12-202 to Conform to Proposed ASFR 
/ 15-20U,2(n) (Overtime, Extra-Pay Shift and Multi-Shift 

Work ), A revision of the subject paragraph, developed 
by the Staff to conform with the proposed Section XV treatment of overtime* 
extra-pay shift and multi-shift work, was considered by the members and \ 
referred to the Editing Subcommittee for editing. The Editing Subcommittee \ 
vipd requested to present a report for consideration by 29 May 1956, WAY 8 1355 

5,/case 53— UU - Revision of Part 2, Section XV . A representative of tX 
ax ub committee reported that the Sub committee 'had noted several areas Y 
not explicitly covered by paragraph l5-20U,2(y), entitled "Taxes," which 
could result in issues with contractors. In view of the current statuk of 
Section XV, the Committee requested the Tax Subcommittee to present their 
written comments in order that these potential deficiencies could be » 
considered, JUN 5 )95 g 

12/ Case 56-29 - Revision of Section XV, Part 1 , ~ 

/ Case - Revision of ASPR 12-202 to* Conform to Prop osed \ 

. 15-2Qh«2(n) (Overtime, Extra-Pay Shift and \ 

t Multi - Shift Y/ork), The Chairman raised the qnest-inn o^"» 

1/ ?v. rep °5^ S Y ould ^ received from the Editing Subcommittee with respect 
77 subject problems. The Navy legal member advised that a report f*em 

• fuj ting Subcoininittee 0,1 two subject problems would be presented \ 
within one week, JLIN 5 1S5a \ 


ioditSauSi* 8 ° r aeetino were approved with the follow! 


/ 




Item 5, Case 53— UIi - Revision of Part 2 Section rv Th» ia=+ 

of^ection^t^ 5 ^ ^ add th ® W0rd3 subsequent revision 

of Section XV," jijr^ 1 2 1956 



, Part 5 - Subjects Affecting Cost Which May R -quire Special Considerate 

t . 

■ "Part j - Subjects Affecting Cost Which May Require Special 1 

Consideration* i 

15-500. Scope of Part , This Part enumerates certain subjects 
affecting cost which may require special consideration in 
connection with the negotiation or performance of cost- 
reimbursement type contracts' and which are not specifically 
covered in Part 3, or Part 2*> of this section, 

? 

15-501 Consideration Required , It is important that 
Contracting Officers and their negotiators consider the , 

1 subjects enumerated in paragraph 15-502, and any other 

subjects not precluded by the provisions of Part 3, or 
Part 1* of this section (whichever part is applicable), * 

for the purpose of (i) determining which subjects if any 
should be expressly provided for in a particular cost- 
reimbursement type contract, and (ii) incorporating 
appropriate clauses in the contract. Action taken with 
; respect to any such. subjects shall be reflected either 

in the contract or in the record of contract negotiations," 

Part 6 - Cost Interpretations, 

"Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefor 
the word * RESERVED*," 

Part 7 - Facilities Contracts, 


— •?— ' 700 Scope of Part , This Part sets forth principles and 
standards for the determination and allowance of costs in 
connection with cost— reimbursement type contracts and cost- 
reimbursement type subcontracts thereunder for the acquisition 
of industrial facilities 'to wfcich the Govertunent takes 
title under the contract* This Part also applies to 
clauses in. ary other cost-reimbursement type contracts 
or cost-reimbursement type subcontracts thereunder, which 
clauses provide for the acquisition of industrial facili- 
ties to which the Government takes title. 


~r 7Q f- &P^cability, Pending publication of the principles 
and standards to oe incorporated in this Part, Parts 2, 3, or 

, b f !* sed to the extent appropriate in accordance with 

•Uepctrtmental procedure s 0 n 

made T in ffiliVTmTv!" ^ at a change to the change 

Tho h would alao ^ve to be made in Fart 3, 15-301* (g), 

■‘•he Committee concurred in such a change 0 * 


from^S| : Edf'?n eq ? e K t t0 .J? e m ! eti ^ g the f ollo wing change was received 
ListttSi Ovbcoma - ttee for Part 3 - Research Contracts with Nonprofit 


"1 5-301* Examp les of Items of Allowable Cost s> , , e 

le) Fension plans in accordance with the principles- and 

. fccidenfjf^^^ ^ ^ \ 5 - 2C V( q ) £nd ^oup health, 

t and lxfe insurance plans (but see paragraph 15>~30£(k)) o n 

» l ,=lop a <*»« draft of Part 2, incorporating the changes 

the existing toee'is^ea!”’" 1 ^ Ma< ' erial Secretartes conslder 



l5 ~ 2 °«Th ri ^ Sttrance and Indemnific; ( Page <,) 

subpa* -graph was revised to reaa as follows: 


This 


Insura nce and Indemnification.. 
wh .^, Ins includes (i) those types of insurance 
hich the contractor is required to carry under the terms 
of the contract, or by specific instruction of an authorized 

f or^which^ th^ 6 of . the + Govern ®ent, and (ii) any other insurance 
tract C r,,^ he seeks reimbursement under the con- 

t> Indemnification includes securing the, contractor 

gsz*****". 1 " p«— s?ci^srg r 

insurance or otherwise*" J 


15-2 0U,2 (n) (1) and (6) 
revised to read: 


Material Costs * Pages 11 and 12), 


Were 


ll l5-20lr.2 (n) Material Costs. 

„ C ° sts of direct and indirect material, and 

llateral items such as inbound transportation and * 

to are arLowable > subject, however, 

(2) through (6) below. In confuting costs of 

ov^™5' C ° n ^ deraticn llilL be given to reasonable 
Z sp0lSL T’ “* defective work (for correction 

rflatfna t t Ve * WOrk \? ee the P^visions of the contract 
work) g t0 lnspectLon and to correction of defective 


* * x * 


* 


c °sts of material- or services sold or transferred 

control P sh2l , b di 1'f ^ ° r ° rganizations ^ ^er common 
cost to%h ^ b % arLoWable oriiy to the extent of the 
cost to the transferor, or the prices of other suppliers 

£ f ne 0 £ substantially similar items, whichever is 

on th* h^ 33 5 a ^° rs other than Price warrant allowance ' 
on the basis of the cost to the transferor; provided that 

the f a£e of “BT item regularly manufactured and sold by 

from S th± s t ^ an f^® ro f through commercial channels, a departure 
rom this cost basis is permissible if the charge to the 
contract does not exceed (i) the transferor's slles' price 
to its most favored customer for the same item in like 
quantity, or (ii) the prices of other suppliers^ofthe 
same or substantially similar it^, ^c^ is k 

rif 83 5“*°” ot **r tim Tbiice warrant alienee 

^ ^ Its most 6 

Of S^ion a S^ t toget^ e ^tt n f idered proposed ^visions of existing Par- 
Contracts, presented bv P cT° Sed Part ' 7 c °vering Facilities 

issued sfiuJSSSSr Subcommittee, the revisions to be 

mxttee approved the following reviS2^ : ° th ® reVised Part 2 <» Corn- 
Fart h - Construction Contracts. 

(i r^ n ~ amp leS 0f Items of Allowable Costa . 

?KLnCiple5 

accident and lif* 1 ; 20 ^* 2 fa) 311(1 group health, * 

15-^ WJSJK? p 3,18 (iMt see POTh 



• • contractor’s products, or othe relevant 
circumstances* 

°J ^rect cost are discussed in 

AS fR 15-203.2 through 15-203.5." 

15-200* The Committee approved a revision of the TITLE and the 
Scope of Part” as quoted below: 

“Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations 

Scope of Part* This Part sets forth principles and 
standards for the determination and allowance of costs in 
connection with cost-reimbursement type contracts and cost- 
reimbursement type subcontracts thereunder for procurement 
of supplies, services, and research and development work, 
with contractors or subcontractors other than such contracts 
and subcontracts to which Parts 3, h, or 7 apply.” 

lS ~ 2 °^JL (f l i 2) Depreciation. (Page 7). This subparagraph was 
rs vised to read as Quoted below* 




* * -x- -* * 


(2) Depreciation on a contractor’s plant, equipment, and 
other capital facilities is an allowable element of con- 
rac costj provided that the amount thereof is computed: 

(i) upon the property cost basis used by the 
contractor for Federal income tax purposes 
(See Section 167 of the Internal Revenue 
Code of 195k)} or 

(ii) in the case of nonprofit or tax-exempt 

organizations, upon a property cost basis 
which could have been used by the contractor 
for Federal income tax purposes had such 
organizations been subject to the payment 
of income taxj and in either case 


(iii) 


by the consistent application to the assets 
concerned of any generally accepted accounting 
method, including those recognized by Section 
167 of the Internal Revenue Code of 195k* 


Depreciation should usually be allocated to the contract and 
other work as an indirect cost. The amount of depreciation 
owed in any accounting period msy, consistent with the 
asic objectives set forth in (l) above, vaiy with volume 
of production or use of multi-shift operations." 

S e a ^J 0I \ e its f °™er request for consideration^ 

of addxtioa&l language' to be added to aobparograrti (iii) 
which would, in effect, have provided that the depreciation 
allowable under * contract would not exceed die „* 

authorized under the Internal Revenue 

tract SnSrjSZf that disadvantages of holding con- 

final dft+P^rrrin!+- f ° r * ndetennlnat e period of time until 

d ®r eImna J lons of depreciation had been made by tax , 
authorities °r by the Courts outweighed the advantages C * 
sought by the additional language. t 


It. Case 53— lilt - Revision of Section XV . Consideration of the special areas 
subject to i Lsion or review at the Special M ing held U/6/56 was under- 
taken in the following order; 

15-201.2 (p) Patents . (Page 12 )o The last line cf the edited draft, 
dated 29 March 1956, was revised to delete the words "by the 
Government" and substitute therefor the words "where title is 
conveyed to the Government*" 


15-201.2 (o) Overtime . (Page 12 ) 0 The members were advised that the 
OASD (ftP) had no objections to revising AS PR paragraph 12-102 to 
be consistent with this paragraph. Accordingly, the Staff will 
prepay a revision of. ^2-102 for consideration* 

ll 4 ‘ 

!| 15-203*5 General and Administrative Coats. (Pages l and 5). Thi s 

ti vaxtograsiimm aenjaed~Ao 555 ■*» ~~ 

"15-203.5 General and Administrative Costs * General and 
administrative costs consist of items of cost attributable 
to the overall management, supervision, and conduct of the 
business. Such costs shall be allocated to all work of 
pie Contractor, using any recognized method of allocation 
if equitable results are thereby obtained* Allocation of 
general and administrative costs on a total cost incurred 
basis (exclusive of general and administrative costs) is 
a method which generally produces equitable results. Other 
methods acceptable where the circumstances are appropriate 
include allocation on the basis of; 

(i) processing costs (direct labor, factory 
overhead, and other factory production 
costs exclusive of direct materials); 

(ii) factory input costs (processing costs plus 
direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method 
is available)." 

15-203.1 (b) General . (Page 3). This subparagraph was revised 
to read as follows: 


"15-203.1 (b) The method of allocation of indirect costs 
must be based on the particular circumstances involved. 

The objective should be the selection of a method which 
will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts 
shall, in order to be acceptable, conform with generally 
accepted accounting practices, provide uniformity of 
treatment for like cost elements, be applied consistently, 
and produce equitable results. A previously acceptable 
method shall be subject to reconsideration when: 


(i) 


(ii) 


Any substantial difference occurs between 
the cost patterns of work under the contract 
and other work of the contractor; or 

Any significant' change occurs in the nature * 
of the business, the extent of subcontracting, 
fixed asset' improvement programs} the 
inventories, the volume of sales, the volume 
of production, manufacturing processes, the 





Page 21* 15-20U«2 (aa) (I)# The third word reading "contractor's" f 
— " was deleted® ■ 

15-20U®2 (bb)« This paragraph was reserved® A Special 
Subcommittee was established to consider this problem 
as a special case, presenting a revised coverage on the 
subject of training costs® la taking this action the 
Special Sub committee was requested to give consideration 
to inclusion of a reference on page 26 when their efforts 
are completed* The Subcommittee was further requested to „ 
f coordinate their efforts with the OSD Office of Manpower 

Supply® Members designated to the Subcommittee were: 

v3 

Army - To be designated 

Wavy - Mr. A. C* Sawallisch, ONM (Chairman) 

Mr, James Ruttenberg, OCN 
AF ~ Mr. P. M. Southwell, AFMPP 
Mr. W, L. Latta, AFAUD 

The Subcommittee was requested to present a report for 
consideration by 7 May 1956® 

I 

Page 22 . Approved# ■ 

Page 23 » Approved# 

Page 2 ho l5-20iio3 (i). The Committee deleted the reference in 
parentheses' at the end of this paragraph# In taking 
this action, there was general agreement to specifying 
the period and amount in part 1 when rewritten, with 
an appropriate cross-reference# 

Page 25> 0 Approved® 

Page 26 ® l5-20li,3 (2) (xi)# The words "special tooling costs" 

were deleted and the word "taxes" substituted therefor# 

l5-20ii«2 (2) (xii), Training Costs, was deleted in its 
entirety# 

15>-20li#2 (2) (xiii). Travel Costs, was renumbered to 
(xii), 

j i 

j| 

The Navy legal member called the Committee's attention to the Editing 
Subcommittee ' s report of 27 February 1956, in paragraph h of which the * 
Subcommittee covered the subject of side agreements® It is understood 
that this matter had been the subject of discussion by the Procurement 
Secretaries in the spring of 1955* 

With the above action, further consideration of this subject was t 

deferred until the next meeting to be held h/lO/56# *$-' 

- 



Ji- revised the paragraph was ref ei * ed to the Editirg 
Subcommittee, with the request that the edited 
language be presented by the next regular meeting 
(10 April 1956)* 

l5-20u o 2 (n) (6)* The semicolon following the phrase 
"whichever is lower" was changed to a comma and the 
following language added: 

"unless factors. other than. price warrant allowance 
on the basis of the cost to the transferor;"* 

Page 12 * 15-20U*2 (n) (6)» The word "either" appearing before 

(i) was deleted* The period at the end of the paragraph 
was changed to a comma and the following language was 
added: 

"whichever is lower, unless factors other than 
price warrant allowance on the basis of the cost 
to the transferor*" 


I5~20lto2 (o)« The Staff will undertake action to 
determine whether a revision to paragraph 12-102 
may be madw in order that paragraph 12-102 be 
consistent with this paragraph* 

l5-20ii*2 (p)* Tlie Staff was requested to clear the 
need with the Patents Advisor of .the inclusion of the 
words "or on behalf of" in the last line* 

Page 13 * Approved* 

Page lit * l5-20lu2 (q) (3) (iv)* The Committee agreed to the 
inclusion of a note in the Minutes that under this 
paragraph the parties can agree to (A) or (B) for the 
individual periods under the contract* 

l5-20ii*2 (q) (3) (iv) (A)* The second word "all" was 
deleted* 

Page 15 * 15-2011*2 (q) (3) (iv) (B) (II)* The words "or gains" 
were inserted after the word "credits" in the sixth 
from the last line* 

Page 16 * Approved* 

Page 17 * 15-20U«2 (u)* The words "such factors as" were 
inserted between the words "of" and "the" in the 
second line* 

15-2014*2 (▼) (2)* This paragraph was reserved* 


Page 18* Approttedr 

15 - 20 W tr)b) i 


Subject 




<, — - 


* , C 

* 


Page 19 o Approved* 
Page 20 p Approved* 




\°s£ 




Page li a Delete a comma in paragraph 15-203 - 

Paragraph 15-203,5, .The Air Force member recommended 
that everything after the first two sentences of this 
paragraph be deleted* After considerable discussion 
this recommendation was rejected. However, subparagraph 

(i) was deleted in its entirety. Subparagraph (ii) was 
referred to the Audit members of the Section XV Subcom- 
mittee for clarification, with the request that the 
revised language be presented for consideration at 
the next regular meeting (10 April 1956), Final 
decision will be made on this paragraph after 
revised (ii) is reviewed. 


Page R-ifezWedy hsTtels- saw iqg-ps-rsq r.-g bzzbzci t. 

Page 6- Approved, "reserving subparagraphs -(d) and (•) of 
l5-20li,2. 

Page 7 , 15 - 201,2 (f) (2) (i) (ii) (iii)o These subparagraphs 

were revised to read as follows* 


«(i) is confuted upon the property cost basis 
used by the contractor for Federal income tax 
purposes (See Section 167 of the Internal Revenue 
Code of 195U)j or 

(ii) in the case of nonprofit or tax exempt 
organizations, upon a cost basis which could 
have been used by the contractor for Federal 
income tax purposes had such organizations 
been subject to the payment of income taxes, and 


(iii) is computed by the consistent application 
to the assets concerned of ary generally accepted 
accounting method, including those recognized by 
Section l67'of the Internal Revenue Code of 195U, 

In no event . however, shall a greater amount for 
de preciation be allowed than is authorized by the^ 
Internal Revenue Code , 11 

The Havy member objected to the addition of the 
underscored language pending further study o 

As revised, this paragraph was referred to the Editing 
Subcommittee for editing, with the request that the 
edited paragraph be presented for consideration by 
the next regular meeting (10 April 1956), 


Page 8 , Approved, 

Page 9 , Was approved, subject to further editing of the last 
sentence of paragraph l5-20l* o 2 (j) (1), which was 
referred to the Editing Subcommittee with the request 
that the edited language be presented by the next 
regular meeting (10 April 1956), 

Page 10, Approved, subject to the deletion of a comma in 

15-201*.2 (k) (1) (2). 

Page 11 , 15-20U.2 (n) (l). This subparagraph was modified to ^ 

add the following words in parentheses: < 

_<V 

"(for correction or defective work see the ^ 

clause of the contract relating to * Inspection 
and Correction of Defective Work 1 )•" APR 6 195B 



5£-44 

/ 

i 


Revision of Section XV ^ 
Contract Cost Principles 


M 


Editing The members were advised 

a report on this proolem 
•t vjould be presented by \ 

11 11, February 1956, 


Case. 53-44 - Revision of Section XV. - Contract Cost Principles , A report 
Zr'the Chairman of 'the Editing Subcommittee pointing up certain-areas requiriij 
he solution prior to final editing was noted and further consideration deferre 
until . the ne?:t meeting© In the interim ;the Editing Subcommittee was requeste 
to meet., with the Section XV Subcommittee in an effort to resolve as many of 
thA areas a.$ possible and to report on' their accomplishments at the 6 March 
1^6 meeting 6 .FEB 2'Z- ;itS ' 


Case ?3-4|4 - Revision of Sec tion XV - Contract Cost Ph^mwu.’ 

l d h t £ e rt nen ^ erB that *** Suocctnmittee was still studying 

^he prod era which had arisen with respect to n Pension °lanci tt +v, 0 + • + * ® 

«ould be presented in »en Se «p^ 

xs received the members till be contacted to detennine the need of - 

meeting to consider the problem. ^ “ p L 

to ^ Wttee determined 

Mein Kavy Building, to cLider tteVenof “S “?° h °“«, ^.room £216, ' 

problem. * 3 ^ 116 report of Editing Subcommittee on ..this 


11. Case 53-44 - Revision- of Section YV _ Pr,~+ o p u ... 

lie^h- e C o4.1tt pl f ing t the ed “ ln * 

meeting S Fr4tf 23“ ™b ?o«T‘ ed n0 

but that the report if avail a hi? h to consider this problem 

r, solar neet!^ ’ fc ^tt56 C0M “ eMd at the neIrt 

ires?»CoSrci2 e TvS P vr e 4 an bility b ° ^certain what the 
eonnectioTh- , ‘°f untl "S Systems" encompassed. In this 

is to be m^itSSf o lSnitio“ at f e 4° f T 0rd that if «>« action 
- gful «_ definition of this phrase should be included. 


13. Case 53-44 - Revision of Section XV, Part 
Subcommittee advised that revised copies of th: 
by tl'ie Section XV Subcommittee and the Editing 
by Friday, 30 March 1956. In this connection, 
that Jthc revised report could be considered at 
held 3 April 1956. 


_2. The Chairman of the Editing 
.s part jointly being considered 
Subcommittee would be available 
the Chairman expressed a desire 
the next regular meeting to be 


The Chairman further advised the members that instructions to the Staff with 
respect to the three issues: covering . aJ irf. enr > ! a - 

• :n ~ : - ■ -e.. Jj * : ' V t ' r .. ." r J * 1 ...--ST . -:j c : v-3 ' .. 

Profit Sharing, 

Contribution and Donation, and 
General Research 


MAR 


o 7 io- 


* 

i 

i 


were- to be accorded the same treatment now provided in the current Section XV. 


i 



Of Part 2, Section XV. A Staff proposal present* 
f Ca8e 53 “ 44 "4% 15-204. ib , insurano"e~d Indr rifioation, wae'oon* 

iss’^ssix I SS.«» - - *»:«“ **«■« *r 

oommittee as shown below* 


"15-204.15 INSURANCE AND HDEldfllFICATION. 


a. Included under this item are (l) those types of in 
surance which the contractor is required to carry under the terms of the 

+ or v v Boecifio instruction of the contracting officer or his 

:“roru;d°r4LrtS^ l (.e. 

narily required). (2) ary ether ineuranoe for Jefto third 

seeks reimbursement under the eentraot, and (S) liabilities to third 
persons not compensated by insurance or otherwise. 

b. The contractor shall be reimbursed for (l) insurance 

reauired to be submitted for approval or required to be prooured an. • 
maintained pursuant to ASPR 7-203.22. and (2) other insurance maintained 
b the contactor in connection with the performance of this contract 
if the extent of coverage are in accord with sound business 

practice" Ld the rates are reasonable under the olrcumstanoes, subject 
to the following limitations or restrictions* 

l 

(i) Costs allowed for use and oocupancy insurance 
will be limited so as to exclude coverage , of profit, 
interest, federal income taxes, and.any oliier items 
of expense unallowable Under., this part*. 

• (ii) Costs of insurance or any reserve covering the 
risk of loss of or damage to Government-owned property 
are not allowable except to the extent that the Govern- 
ment may have approved or required such insurance or 

' reserve. 

(ill) Cost of a reserve for a ineuranoe program- 

are allowable provided the program has been approved by 
the Military Department eonoerned. • . r 

(iv) Costs of ,insuranoi':bnf the' lives of. Officers, 

s .partner,? .or-proprietbrV, are hot allowable except • 

\ ; • where suoh insurance', is' part of an employee plan whioh 

I . is not-, unduly, restricted. ' 

o. The obligation of- the Government to indemnify the_ • 
contractor will be allowable only to the extentexp^sslyprovidedfor 
S the contract .(For example, see ASFR 7-203.22). Except as otherwise, 
expressly provided in the contract, actual' losses not reimbursed by 
insuronoe. (through an approved self insurance program or otherwise;, 
are not allowable • n 

In further considering paragraph 1^204. 34(b)(1) the Committee q^stioned^ 
the advisability of providing for an allocation of cost to all gepe. 
search work of the contractor if the concept of ■ proving an alliance 
of the cost is specifically covered in the oontraot. The Committee heter 
mined that as long as this conoept is retained no provision for 
cEionwas required. Accordingly, subparagraph (A), reading as follows, 

was deleted: •*= 

w 4^1 extent suah ap& t »: ac«* allowed^ they W4i4 ,b« 

cqu-Uatly a41ee«.*e4 *e all. week ef the eecteaete* f* k€f! 
iksa its / independent geaeeaj? a»4 related reeeareh*. 

. With this action corrected copies of Part 2 of ^otion ^ XV ® 

tl the legal members for their respective members of the B^ing Sub ^itt 
ii order that editing of the draft oould be undertaken. ^® E ^ t ] i 3 S JanuarY 
cmnmittee was requested to provide a report for oonsi derail on y J 

1956. nm i r. isrs 




-.X-5-204«&wa- The seventh- »e£tiehe©‘«ajB-~Sevit.^3' : to read: * 

. * '■ "'T:' '“^"5 r * ' 

"If a oontraotor has but .pne pr re'lktively f ewGovernment 
contracts, an appropriate 'opjatrejctuial provision 'may be used 
' '.to preserve. the Governments ^inteyest by providing for 

retrospective accounting 1 and any neoessary adjustment to the 
pension plan cost incurred .tfpder . the contract •" 

yvith this modification, the phr^graph was' approved* 

15-204.8 Contributions and. Donations# ].’ Copies of the Air Force 
minority position with respect, to this paragraph, which was isolated 
as an issue at the 11/22/55 meeting, were distributed to the members 
for presentation to the Material S,eor>e.tar.J.e8 and the Assistant Secre- 
tary ot’Defehse. tS&L) aa'an’-iBStta.---. " ? ' 




As modified by the AS PR Committee the'SuboomirAttee report was referred 
to the Editing Subo ommittee for editing» ; ; Ihe Editing Subcommittee was 
| requested to provide a report for consideration' by 10 January 1956. To 
j’ facilitate editing, the Staff, will provide merger b i>f the Editing Gut— 

| oomraittee with - a clean draft of the report# r ' ; ^ 

l Q£C 0 l — *' 


2. Case 53-44 - Revision of Part 2, Section XV, In approving the minutes 
of th/ 12/6/55 meeting the Air Force requested that the last sentence under \ 
paragraph 15-204*35, Royalties and Other Costs for Use of Patents, be revised 
to express the concept in two sentences rather than one* Accordingly, this V 
sentenoe was rephrased as follows: . 



"Charges for the use of patents, where the Government has 
a lioense or the right to free use of the patent are un- 
allowable* Charges for the use of Patents where a patent 
has been adjudicated to be invalid are unallowable unless 
otherwise provided in the contract*" < u tb 

OtC 1 V9+*. 




Th« Subcommittee report of 1 November 1955 was further considered on 
a par ~aph basis, as followsi 

15-403.3 presented by the Subcommittee was approved. A Staff pro- 
posal to revise this ' paragraph was rejected. 

15-204.15 - Insurance and Indemnification . A revised outline of 
this paragraph developed \>y the Army legal member, was distributed 
to the members. Considerable disoussion centered around the 
variance in the language of the first two sentences of subpara- 
graph b. and the language contained in the clause, insurance - 
liability to third persons. The Committee requested the Subcom- 
mittee Chairman to redraft the entire paragraph to achieve con- 
sistency and a oross-referenoe of the olause and present same 
at the next meeting. 

15-204.34b(i) Copies of a revision to this paragraph starting 
with the third sentenoe, developed by the Air Poroe member, were 
distributed to the members. The paragraph was then discussed 
at length. As a compromise the Committee revised (i) under 
paragraph b to read as follows and tentatively approved the 
paragraph, subject to editing, the Navy and Staff positions 
being reservedi 

M (i) General reaearoh is that type of research whioh 
is direoted towards increase of knowledge in scienoe. It 
is researoh where the primary aim of the investigator is 
a fuller knowledge or understanding of the subject under 
study, rather than a practical application thereof. The 
oost of Independent General Research (that whioh is not 
sponsored by a oontract or grant or other arrangement) 
shall be allowed to the extent specifically provided in 
the contract. 


(A) To the extent suoh oosts are allowed, they 
will be equitably allocated to all work of the contractor 
other than its independent general and related researoh. 


» A . 7 


_ rr 


(B) Generally, the contractor shall be required 
to disclose to the Government the purposes and results 

eia.Tfc or "■■r*.-- 

■ . r*r> r to .rr sj : c i* esi; o3 iwi" 


’!■? 

- k. * 




ly ooiJoeo ,r . — — 

ehal 1 be given 




rpeoqoTq' a "io izlnK 


l 


i'v X ■ 


T 


a. Scope, ;naW? (ind quaUiiy r of the bontradtor » s " independent 
general reisekfoh' ptograi#* : ”• • *'• • 

The capability of the contractor ' in the particular research 
field#' : r - : 

o# Benefits which may accrue to the Government • 
d# Comparison of size and t oost of contractor 1 previous years 1 
r . research programs#" '*?.-• •. T * 

?k 0 .proportion of business the contractor's 

total business*" * ' ^ 


* 

In considering the paragraph the Committee also determined that the Govern- 
men. s position versus Industry's position with re'speot to general research 
Pr 0 sented to the Material Secretaries and the Assistant Secretary 
of Defense (S&L) as an issue with industry# 1 


15-204 • 34h : (li^‘^p^eve^; ; * # , 
15-204 «34o approyo4« • 4 . f * 

15-204#26o^ The seoond sentenoe was ^revised to read: 


cs 

N? 


f 

t 


l 


Such costs may include excess contributions to the extent such 
.v. COI *tributions are claimed and allowed for Federal Income Tax 

j _ ■ •. V' • v ■ - j* ' * A 


purposes in the current. ta^j>le year.1* 
v/ith this modification the paragraph was approved 


; 


/ 



The minut of the ! ll/22/$$ : me6tihg .were. .^H^er mbaified as 
follows t " 

Item 3. Case. $3~Uv^- Se ®tion 

: v Paragraph lS*20lu2lu The paragraph was revised to read: 

"This item c&rigUsts-df - the premium per^^n of pvertime^ 
extra pay shift arri multi -^u^ 

iToi.v.«*=3ii5^wsBffl5 r w c #^P^^® 

either dii^^l^^tS^kWTk^aF c ' 




LdentlfM. 


* 


x 4 4 

of overhead, ’suo'h pKemiums shall not be J 11 ® 1 ^ 4 ® 4 
therein. Cost of suoh premiums on direct labor are 
allowable only to the extent expressly provided for 
in the oontraot or otherwise authorised by the 
Government. Cost of suoh premiums for indirect labor 
is allowable without prior approval, if reasonable, 
and the cost is allocated on a pro rata basis to com- 
mercial as well as Government work. See ASFR 12 “ 1 ° 
for further information concerning the polity regard! g , 

such authorization. The amount of such P r ®“J^ ®° 8 * 
charged on Government contracts shall be equitable in 
relation to the amount of suoh premium ®® s ^ ®^® 4 
on non-Gove mment work being concurrently pe J f ® rQ ® 4 
in the Contractor's plant and tne factors which neces- 
sitate the incurrence of the cost. , 

The minutes of the 11/29/55 meeting were approved with the following 
revisions: 

Item 2 - Case 53-44 - Revision of Part 2, Seotion XV. 

Paragraph 15-204.34b(i) was revised to read: 

"A proposed subparagraph c. presented by the Staff 
was considered L d rejected. In lieu thereof the ^ 

Committee suggested the insertion of the foil ^ 
first parenthetical expression in the third s 
of (i) which would read as follows: 

"The allocable portion of 75% (o r such other 
percentage as may be agreed upon and set forth 
in the oontraot schedule) of the allowable costs 
<£ a contractor's independent general research 
(that which is not sponsored by a ° ont ™ c t ° r 
grant or other arrangement) shall be allowed 
in all oost-type oontraots under the following 
conditions : " 

However, the positions of the Departmental " K » iera j 

with respect to this change was reserved. ^ 6 1955 ] 


2\ Case 53—44 — . 1st on of Part 2 , Section XV . yies of a memorandum , 
from the Subcommittee Chairman presenting revisions of paragraphs 15-204*25 
^L5-204.29c, 15-204, 34d and 15-204*35 were distributed to the members and 

#*'•*•* UMrnertiifrwvawtb fmrifie' 
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sr. 


® K * °* ® Ic -* 

• neoillc ani?t>£idfloo V* besinoriii/e esiwierido *to dcsvdnc 

lo^?04*2^ PATENTE^ENSES,. This item relates to such expenses 
as costs leading to the issuance of patents* costs required to 
search the art and oosts necessary to comply with invention 
disclosure provisions of the oontraot. The costs of searching 
the art in order to make invention disclosures, and of preparing 
disclosures and other reports, as required by the oontraot are 
allowable. The costs of preparing assignment and other papers 
in connection with the filing of a patent application by the 
Government and any oJ&^r .such.' Costs are. allowable, upon the 
written authbrizatipp.nf the • oohtradting officer. The cost 
.of researoh and development work is treated in 15-204.34. 

(See i. .also < paragraph ^ 15-204.35 ) • " . 

' ‘ As revised the paragraph was .approved, subject to editing. 

15-204.29o reading as . follows. was approved: 


"15-204.29 PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, ENGINEERING 
AND OTHSR .''"r"’.' Ty ^ “ ' 

o» The oosts of legal, aooounting and consulting services 

and related expenses incurred in connection with organization and 

reorganization* defender of anti- trust suits, and the prosecution 

of claims- against the . Government are unallowable. The costs of 

legal, accounting and. consulting services and related expenses 

incurred in Connection with patent 'infringement litigation are 

unallowable unless otherwise provided in the contract." 

• * 

15-204. 34d reading as .follows .was approved: 

" 15-204 .34 RESEARCH AM D DE VELOPMENT 

..... ... y, \ 7 . 

d. Research .and development oosts (including amounts 
capitalized), regardless of *the nature, which were incurred 
in accounting periods, prior to the award of a particular 
military contract, will not be allocated to that contract 
unless allowable as pre-contract oosts (Paragraph 15-204.28) ♦" 

15-204.35 reading as follows was approved: 

• * . . 

" 15-204.35 ROYALTISS'A'NU OTHER COSTS FOR USE OF PATENTS . 


ir 
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This item covers amounts, paid, or payable for the right to use 
patents or inventions. Where: the- Use of such a patent or 
invention is necessary for the proper performance of the con- 
tract and where the. Gpwar omen t\ does not already have a license 

or other right to us « , such 4 [patent 'or invention, the royalties, 
•mortisation of the dost of purchased' patents or other purohased 
patent rights applioable to oontraot promote or processes are 

allowable to the oxte»t v) »gfr%s>Ay iipga v t4 sd ^l4F a ilt»>h^fe j lB , '' ji 

the oontraot or otherwise authorized by the oontraoting offioer. 
Charges for the use of patents, where the Government has a 
lioense or the right to free use of the patent, or a patent 
has been adjudicated to be invalid, sure unallowable unless 
otherwise provided in the contract. n ConT'^ IHfeXT ^<r£ 


f 


! 



; 2 , Case 5>*UU - Revision cf Part 2, Secttoa IV. The Committee considered 
I certain points in the Subcommittee draft that required action subsequent tfi 
that taken l$r the C**mnittee in its 31/22/55 meeting. 3}\ese points covered 
the following subparagraphs! .. 1 

15-203,5 - The paragraph was revised and approved to read as 
follows! 

*The base period for allocation of indirect 
expenses should be representative of the 
period of contract performance and rtiould be 
sufficiently long to avoid inequities in the 
I allocation cf costs j hut In no event longer 

j. than the ooctraotor's fiscal year." < 

15-20U8 - The Air ^ Force nenber advised Ifcat the Air Fore# 

position for presentation to -the Material Secretaries , 
en thif problem would be presented within one weelc. 

I5-201u25 • 

l5-20U.3kd - • 

l5-20lu35 — A memorandum f rt® the Patents Subcommittee setting 
forth the viewa_,of the Patents S^be'oinniittee with 
req>ect te theae paragraphs was distributed te the 
1 meBb,er8# After a brief discussion the problem 

j was returned to the;&ectiofi *X7 S^dcii^ttee far 

i farther eon si deration in oatfunctitui with the •: 

Patents representatives ef the. three Departments. 

The Section XV S^cpisritt^^wa^ ^ 

provide en inte^i m ropo^^ai . the* next meeting 
and a final report by. 13 Amine** 

-v; *' " ? 

l$-20lu33b - Tw# al ternetive proposels t') subparagraph b* cf 
this subparagraph were ^distributed by the Navy 
menber? Aftef discussion the .Ceranittee adapted 


4*$ te&rj os e-wdz&Ti s?w 




-ari 


J bsne'xen- e-ev. 

i iumfW AAMB 

othendse in the o entrant* rentals specified 
in sale and le as e -h ack -og i wiuoftlh under (2) 
abc^e are allowable only to the extent that 
such rentals do not exceed nomal costa 
(such as depreciation* taxes* insurtvce and 
maintenance expenses) borne by the lessor 
which would have been incurred had the 
contractor retained legal title to the 

facilities?" 




l5-20U«3Ub(i) - A proposed subparagraph (c) presented by the 
Staff was e.onsi^ered and rejected? In lien 
thereof the Committee Inerted the followrlog 
first parenthetical expression in the third 
sentence nf (i)* which reads as fellows i 

•The allocabls portion of 1$% (rr such 
other percentage as may be agreed upon 
and set forth in the contract schedule) 
of the allowable Cb3ts of a contractors 
independent general research (that which 
is not sponsored by a contract or grant 
or other arrangement) shall be allowed 
in all cost-type contracts under the 
following conditions 3* 


« l5-20U#lSf - The Conndttee determined to place a period after 
, the word. a allowable deleting the woxtlu ^unless 

approved by the Department concerned** subject 
4 to editing? The Arny leg cl member vaa requested 

to present revised phraseology for this paragraph 
f # for consideration at the next meeting? 


15-203 o3 Consideration of this paragraph was deferred until the 
next meeting in order that the reaction of the Small 
Business interests could be obtained* j^qV ^ 9 Vr" c 



c* Th ® ®inat^a of the 22 Nbvenber 1955 meeting were approved with the 
^following modificationsi 


Item 3* Case 53-Ut . 
sentence was revised 


I 


■ Revision of Part 2» Section 17 . The first 
to reads 5 * 


11 In considering 
and the undated 


v 


the Chairman to 


9- 

1 


feUcMlag 


the Subcommittee report ef 1 November 195?. 
Army Audit Agency report, the suggestion of 
consider the report ec a paragraph basis 

m mda herfqeo^a o mttJxaoO erf I" 

WfaKVetmlWSVttHtes presented by the Sobered 

--1S-20?U- 
15-202.2 
15-2(3.3. 

15-203 
15-203.1 

Sibparagraph l5-20lw8. The first sentence was revised to readi 

“The Air Force raenber stated that the problem will be 
particularly dif.icult in cases involving industries 
J‘^T al 3 ed Primarily in defense work, such as the aircraft 
r^-n t *\ ose casee » contributions and donations, 

and nr.t £ ra «^’ Ca ^' P ur P° ses *411 be Bade by the Government 
ana not by the contractor, to such, beneficiaries and in 
such amounts as is determined by the contractor. Therefore, 
he Air . orce position is for continuing the disallowance 
as in the present ASFR." 

Subparagraph l5-20lu!5. 


lit*** 


The quoted addition to subparagraph 
"a" was revised to read* 



jjte_oblj ^atlcp of the Go vernment to indemnify the 
contractor will be all owabie only to the extent 

! Xpr ?!^' pr0Tide ? for ^ contract (for example, 
see ASFR 7-203.22).“ ^ * 

Subparagraph 15-2014.18, A parenthetical expression was added at 

the end of the first sentence, as 
follows* 

•(including the contractor’s contributed portion 
under cost— sharing R&D contracts)." 

With this addition the minutes were revised to read* 

ad °P ted 4116 Sob committee position as 
gisrifled that the portion of cost-participation 
contracts not reimbursed by the Government under that 
contract not be allowed as a cost on other contracts." 

l5-2Plu26d. The penultimate word in the quotes was revised to 
read "reversionary." 

15 20U.28 - The second sentence of the paragraph on precontract 
os s was revised to place a period after th e word 
contract" and to delete the words “and may be 
limited to a period ef time as well as to the type 
and amount of such costs." 

The minutes Were revised to read* 

vW m modified." 

* * v ^ (I 


formula approachsetfbrtk^i^th? 
draft but there was alee a general 
feeling that. an appropriate aethrvH 
of cont rol be^urther explored ." 


,\^ J - 


i 









15-20U.27 

15-20U.28 

15-2C4.2? 

•*0.: 

15-261*36. 

*■ *.*?! 


15-eoiuja. 

“ e " \ * 

15-201*32 


15-201*33 


15-20U.3U • 


15-201*35 
15-201*36 . 


-.The Committee accepted the draft as written.' - 

The Coitadttee accepted, the draft- as. written. 

; - With respect to subparagraph "o," the Committee 
.j- adopted theposi tion of the Subcommittee that 
. .^h legal fees are not allowable* . 

The Co^tt^' edppted the position of the i 
Subcommittee that all profits and losses on 
<di sposition ; of plant, . equipment or other - ■ 
'capital asset's be excluded in confuting 
contract coats. 


.•*Ae ftfbco*sd.iiee position ■ ' 

M-thafc apeptfifc of- those 

rec onver sioh exp ehses" which are allowable appears 
the best method of assuring .fair treatment of 
the interests of the. .Government and the Contractor. 


- The Committee - accepted .the draft as written with 
the exception that the second sentence was revised 
to read as follows t 


[ 


"It further Includes, the costs of operating 
an aptitude and educational testing program, 
travel expenses of employees while engaged 
in recruiting personnel^ and travel expenses 
of applicants for. interviews for prospective 
enployment." ' 


- With respect to subparagraph "b," consideration 
was given to the change recommended by the 

:■ American Institute of Accountants. Mr 0 Ruttenberg 
was requested 'to draft ..substitute language for 
submission to the Editing Subcommittee 

» The Committee discussed at length the Subcommittee 
approach with respect to general research. There 
was general agreement in the formula approach set 
forth in the draft but there was also a general 
fe e l ing that a dollar ceiling be coupled with such 
approach. Using this as a basic concept, the Staff was 
requested to* develop a proposition- for further con- 
sideration. >•; 

■ 3he Committee adopted the position- of the Subcom- 
mittee that- payments of royalties to contractors 
should .be circumscribed by contract provision or 
otherwise authorized by the Contracting Officer. 


• question was presented as to whether at least the 
protection afforded the Government in proposed ASFR 
15-202.1 should not be provided. However,, it appeared • 
that the protection sou & ht should be related to the 

.^In^ctixn.df Supplies and Correction : of Defects" j 

clausa (ASFR 7 —203 o5c ) . The Amor member recommended -v I 
that the Editing Subcommittee give consideration .; ' 

to insertion of the word "consumer* "after "'training* ' 
in the phrase "and training personnel in the use,". 

The Crasaittee accepted the draft? as written. J* 


15-201*37 



l$-20li©22 « The Committee concurred in the recommendation to 

include "accountants fees" immediately after \ 

"at Wheys fee" id the second sentence of the 

>V .paragraph* 

15-2011*23' - Th'eOomndtW accepted the draft as written* 

fl5-*20U©2U - The Committee adopted the Subcommittee position 
J with respect to’ identification separately cf 

l shift premium and overtime© However, the 

paragraph was changed to read as follows i 

«l5*20Uo2li OVERTIME, EXZBA Pi g- SHIFT AMD 

MULXI-ShLt Hagfe , tala item 
consists cf the premium .portion of extra pay 
and multi-s hift payment’s tj> employees# Such 
premiums on direct labor may be classified 
as either direct oi* indirect labor costs, 
but the amount of overtime premium should be 
separately identified© , When direct labor 
cost is the base for distribution of overhead, 
overtime premiums shall not be Included 
therein* Cost of .such premiums on direct 
. labor are allowable only to the extent 
expressly provided for in. the contract 
• or otherwise authorized by the Government* 

. Cost of such premiums for indirect labor is 
allowable without prior approval, if 
reasonable, and the cost is allocated on 
a pro rata basis, to commercial as well as 
government work© See ASPR 12*102 for 
further" infonnatibn concerning the policy 
regarding such authorization© The amount 
, of 1 overtime and shift premium cost charged on 
Goveinment ooxitracts shall be equitable in 
relation to : .the amount of such premium costs 
charged oh nongovernment work being concurrently 
performed in the contractor^ plant and the 
factors which necessitate the incurrence of the cost©" 


l5^0u«3ad until the next meeting© ; 

l5r20Uo2.6 draft as written 
with the exception of the following changes * 


*' i5-20lu2^c > The second -sentence was revised 
to read *as followsi- •• ■ 


•Such costs may include excess contributions 
• . made in previous years to the extent such 

" ; . contributions are claimed-- and allowed for 

.^tax ^purposes in the. current taxable period© 

l5-20Ue26d - The next to the last; sentence 
was revised to read as follows* 


/. *If; a contractor has but one or relatively 
. few. Government contracts , an appropriate 
* contractual provision may be used to 

' preserve the Governments interest by 
providing retrospective accounting and 
refund .of . any necessary credits ©" 


! 5 - 2 Glu 26 e ~ Brin subparagraph was revised to 
^ redd as f ollows * 

‘ f • • ‘‘ y. . . • 

The allowability of costs of lurqp sum 
. N ‘ purchases cf annuities or of lump sum cash 
payments or perlodlo cash payment s made to 
provide pension benefits for retiring or 
ratted employees other than incurred 
under approved .pension plans, will be. 

. subject. tt 0 viadderation cn an individual 

' ‘ •" v " : , ..case ba? ; ; 


4 ? 


# 




>< 





03. c?se 53-u* - R ■ c S£: 

£%& ^cfu.tl'. SS®> xa- FEB 1 *55 ... 

• ‘ ,• -ws-noaed DC© Instruction* 

^policy In tin t 

1 2Srs»/a sssissi* —> ■* 

foment for w for the other mecaa. _ edification of the 

in tahing this 

fr& industry on the propos 00 nsideration 

by 15 i-Iarch 195 >« ^ v ' r ' x 



K f «*™ te-t of Section 167 of the Internal 

L'idusion Ox I'll- X =-- t ' wx 

Revenue Code of ISA . -true" depreciation. 



Case SJ-lOt - 

fart STli^SSjagl. _.!eS^- - 5 discussed at 


Case 55 -Wt - nenreciaaiu.. iirn-r^^- . —jp- jw.. tbs scaring 1 
fa rt 6, Sect ion SV *.*;$_ ■ &scusse & at J 

ubconnittee, presenting tne suojeol While the Conmi«ee 

en S th. SsTitf^sition, the Editing Subeonaittoe. should 

n^ySllo^s lines. ; 

, . of ^ interpretation. In the absence of a 

t^S!4f^ee«nt the interpretation applies to all 
n o*oeii** contracts# * : 

,Uh respect, to the .^ts ^1^“' 

^^^tog^ther^fo^tho* provia^M^o^.the statute. 


a* 


b. 


\ 


UXlxL2ii“b - V 

ie 

!r?erstandable in itself, .• &■ ■> 


45 ~ 20 Ji »38 Jhe Cc^^e accepted .the draft as written 

/ : •£* the **** »«aber recommended 

that the Editing Subcommittee consider rerisi-ng 
’ ^«defxmtion of “special tocling" to conform 

^ posedb7 

l5 ~ 20 M* - 9 ?^^e;.edbpted'.the Air. Force minority 

position with respect to subparagraph l5-20li O 39a(3) 

• of the Subcommittee on 15-Sli,39b. - 

15-20^ -^e. Committee « edited the Subcemraittee position : 

. >dth respect to the iion^allowabiiity of costs 
• incident to exhibitions* T . 8 

!5-20lul»i ..n Ihe Committee accepted the draft as written, 

l5-20l*,l*2 - Ihe Committee accepted the draft as written with 

5?f ^e tewy member requested that 

.he Editing Subcommittee consider that line 5 cf. 

nrnvfH C ^ n +v,^ >ara ® ra ^ ^ Jre ^ s ®d to read* 
provided the contractor 'follows a consistent 

precede which provides for equitable resets <v 
dn this respect, j\> 


t 




15-2014,1*3 . - The Committee accepted the draft as written. 




l'iiSL t S d .2SSK!l' J? “s aret ph» tfe 

minting instructions should Poll • reached that departmental imple- 
<4 Pit 2 . Section Iv &f “r 3 ™«on*ble tl™ the publishing 

Won of Pert 2 would be ^ e d • tb3t 11,131 »»nWW 

possible, S at a ^sequent meeting, but as soon as 


/ 



I 


4 - rislon of Section XV. the meal-' s noted copies of the 

«JnmoS received from industry on iETproposed re.-sion of the subject 
£SEE£ ^he 0<wHtt« ChSrSm requested the Departwntel oenbers to Inpres* 
u^on their respective Subcommittee lumbers the need for expeditious comple tion 

of this project. JUL 2 6 1955 • - — 


15/ Case 53-liA- Revision of A3PR Section XV. The members noted an interim 
p/ogress' repo rt from the sub je ct . Subcommittee , included on the agenda. The 
Committee extended the time for. a final report until: 27 October 1955. QCT 4*''i955 


-■ t 


|*rt£** 



Lsion of Part 2* Section XV. Coasideration of a report f 
, HSVMrWM A . Jubccndttee,* prwentin* T revision of Part 2, Section j 
XV/w as deferred at the request 6f tha ii/ Force member until the meeting j 
•r 22 Hovember 1955* MOV 8 1955 . 


•se 53-Ui • Re 
k the Section 


Case 53-Wi - ReviffUn of Tart 2, Section XV . XnVottsidering the Sub- 
„_idttee report, the suggeetidn of the Chairman toftsphsider the report on 
paragraph basis was adopted. The action of the Ciuoiittee resulted in the 3 

followings ... ■ V 

c , . » * • *' . j 

15-200 - In considering the Industry posipAn that a statement 

be included to the' .effect that Sec^Lcn XV is not applicable 
to ' fixed— pried contracts /including ^oeawith price 
redeterninAtionproviprins j the ; qaestipio was presented as 
to whether itwas necessary to preclude the application 
■ rf the principles to certain types “of cqhtrafetso It 
was Stated that a Separate Part ^or Section XV will be 
developed to cover facilities' contrasts* The Committee 
determined that 'the ^ Notes and Piling Instructions" 
covering the ASfcR Uhange Which will include Tart 2 
should contain a note that the use at the principles 
is not precluded in connaction with facilities 
contracts pending publication of that Tart of Secticn 
XV which will cover facilities 'contracts* 


/ 


\ 


/ 


15-201 t The Committee adopted the Subcommittee position that 
■the new criterion "significant deviation in the 
established practices of the contractor which sub- • 
stantially increase the contract costs" is ' only one 
... cf the factors affecting, allowability of costs and 
does not take anything aw$y f tt® the. contractor. 


\ 


/ 


5-202' - Accepted the draft as written. 


/ 


15-203*2 --Discussion centered around the parenthetical phrase 
"(including independent research projects)* as eeh ,. 
forth ih 15-203*2, the Air Force. r^warwndatiVh with <\ 

respect thereto, and the relationship of ..the phrase to 
l5-20U*34c*. ■ It was the determination of the Conmittee^ 
that the otatedphrase should be deleted and' that 
: "(see ASFR l5-204*3hc)"; should be inserted in l£eu 
thereof *. The CcsmdLttee also determined that the 
second parenthetical phrase ih l5r203*2 "(exclusive 
«5f overtime premium)" ^odld“be changed, to read 
* (exclusive of overtime, extra pay, and multi-shift 
premium)** . •• . .• 


# 




‘A 

"V- c4 » 





I • 

and -that there was no conflict between uus 
‘ -J^£ph end 15 - 201..10 end 1 S- 20 U.U 0 . 

15-20U.12-1U - the Committee accepted the draft aa writte 
15-20U.15 - ^;^ e -^JS < %^e5S^ d & tto 

’* ^£££."5 ^SSded 

* aubparagr.pt «a". 

' “The coat of indemnification «U1 te «£”«t> le 
. ' ™aj to the emtent erpressly pr«*jj— *— 22).” 
the contract (for example^ aee iS» 7-203.22). 

It ma also determined that ^parefSrsh ** *«“ 

be revised to read as follows: ^ .... 

« c# The costs of insurance oj a ^ e r J® erve 
coJerlne the riak of lose 

a ”*TSfS?«tertSS to Government 
• or- re serve a” . 

with theae tons-* sl&^to'toSd® 
JSSSS-gSrSS' .fth^apect to coverac. tit- 
these cost elements » 

lS.20L.i6 - Tha-Poraraittee adopted the Snb'ommittee petition 
15-20 luin ^rest be an unallowable costa 

I5-20U.17 - The .Committee accepted the 4r^f t .aa .Written. 

15-tou.ib - ^ p ‘ 

“frSffi hi the Governaentu^r^at 
contract not be. allowed aa a coat on other 
contract©©. 

is-tou.19 . 

ft****. 


\ 



\ 


y> ' 

>■ 7 1 *cJf -position 

iS.MU.2l -^i7„ c Sot 

«ba« With respect 

COT tS7oS“t£ to.r«S3S«^ eat forth 
i£“the draft* The Conmittee slso the 

? Subcommittee position -tfitb re spec of 

^i-allovabiUty of the coot wrlte-lown of 


o 

* 


I 


15-203.3 


ns. discus-ed thepropc-.tirn cf whether ary 

" C properly Allocable tc & G overnment 

m ^H.butirn expensed as related to saxes oi w .. 

■ to comraardal cuetoracr* should 

Lit be allowed* The Committee concluded that the 
paragraph as written Should ®^J e 
Staff discussing the preposition ^^. the^' 

Business Advie<c>r to the. Assistant Secretary cf 
Defense. 

- Ihe ; - ,^ r ;.. 

general^nd SolSstrative expenses was helpful 
and should remain in the paragraph* 

1^-20 V.5 - The Committee concurred in the Subomnraittee-v . 

15 position that there was no inconsistency oetween 

v; ; this paragraph and , The paragraph was, 

■ however, revised to* read as fellows* 

. "The base period for‘ ( alledation cf inoirect 

' . expenses Should be representative of .the 

. - period 6f Contract performance $rd should ; 
be sufficiently long to avoid inequities 
In the allocation Of costs*" ... 

15-2014 - The Committee accepted the paragraph as written* 

l5-20lul - The Committee adopted the Subcommittee position ^ 
• that the proposed instructions with respect to 
allowance of costs ef advertising Were not too 
restrictive© 

.5-2014,2-5 - The Committee accepted the draft as written on 
theseparagraphs* 

l5-20li«4 - The decision with Tespect.tn the DOD position on 

profit .sharing is expected within the near .future* 


1 


ff 

1 


35.204*7 - The Committee accepted the draft as written, 

15-20U.8 - The Air Force member stated that because experience 
. U had demonstrated the difficulty of ^ n ^ ol ^ ne P ' A 
these expenses it was the position of^the Air Force 
that contributions and donations not be allowable 
•V . as costs* The Air force was requested .to present 
its revised' position to be used in connection 
with the presentation of an item for decasicn by 
- : the Material Secretaries and the Assistant ■> . 

Secretary of Defense (S&L)* 

l5-20lu5 - With respect to subparagraph "e;® the Navy_ member 
withdrew the Navy minority, position* In the 
discussion Which followed, the Committee determined 
that the following should be inserted as the third 
sentence in subparagraph "e®* 

•The r emaining undepreciated amount sh all be 
only the normal depreciation remaining after i 
the end- of the 'true depreciation' period and 
& ib 2 1 not include any amount of unrecovered 
normal or 'true depreciation' allowable during 
the 'true depreciation' period*® 


v 


The Editing Subcommittee may improve upon the v- 

verbiage of the concept expressed in the insertion. 



i 

I 




i 


5. Case 53-W ^eciaU°n 

^art 0, sec-d on OT A g j r* JLZ *_., jderation deferred until 
Subcommittee was brie r ^.^! ^Subcommittee to consider an alterna- 

SrreLSf«^ - ^ ^ 

"15-602.1 Applicability^nd^Effecttve ^* 1 ^| 

iiiterpretetion^rtains ^ctto existing 

and 15-205 (o). It xs elective -iw existing 

and future contracts; provided that, as reg ble ^ 

contracts this ^^^f^^eeSntin writing ^ 

1 3ppU=aW 

- <- ^ - SJ W .if - rfV goyi 

paragraph JSM * 

the members. After discussion the _ las ^sentence of paragraph! 

approved. The Committee further “ocfcfUf ^^nrittee approved the Octet 
15-602.2. Subject to these the Committee concurred 

sfsrsK.'s ?~^“'S^™ra.'2. t 2issss'SSi!' 
r,rss^ swrsEKffrJSss » — 

pretation, as approved, is quoted belowi 
■ n l5-602 - Depreciation. 

.. 15 - 602.1 - Applicability and 

ssrf s^-sgS-gHt. ■ 

5^TSi.rS "'“ti^oat-re^enent type 

contracts not completed at that dateexcept as 

%£%& T« £<*££££ £f°e£e 85 

applicable. i 

15-602.2 - All owa nces for Depreciation. Allowances fer 
depredation " (other than "true depredation ) “ IF 0 b- 
inSectLon 167 of the Internal Revenue Code of 195U, sub- 
ject to the limitations set forth in paragraph 15-602.3, 
shall be acceptable for contract costij^ purpeseo* 

Allowances for "true depfeciaUon," as ttat Um is defxnea 
in DCD Instruction Ulf>5.3U of 1 July l?5U, s , u . 
accordance with said Instruction, and shall be ® x ^ s ^® ts 

Z&'i&SZ 

of this Section. Meeting these tests way . ^^-Scular 
whether (i) the depreciation allowance in ^e 
case is acceptable for tax purposes, and (ii; 
of defense 'contracts ’is oh a basis consistent ^i 
cos ting of the contractor’s noh-defense work and is so 
reflected in its books and records." ’ 


I 


f 

/ 


/ 


\ 


V 


/ 


■ • k\/ •* A iArP 



The minutes of the 12/21/5U meeting were 



First sentence # Prior to discussion of certain issues in which 
positions had been reserved, it jjas. generally agreed that the 
following would be presented to the Procurement Secretaries, as 
a group, for information and resolution .where appropriate 8 

a* Major differences with industry, •• 

c* Those areas in which the Services are not in accord* 

15-20U.6 - Compensation for fersonal Services. "... *' * 

The Committee reviewed the proposal pf the Subcommittee 
as contained in their feport'of December 15« 195li and 
agreed that the proposed" subparagraph, (c) should be 
changed as fblio-’s: • 1 ' 

i * • • - - - 

15-201*. 6 (e), (f) and (g). A - ' 

The Air Force nonacceptance of the, principle set forth in these sub- 
paragraphs results in classifying this [as an is sue f (The issue, brie 
stated, being whether contractor, payments pursuant to * Profit Sharing 
and Stock Bonus Plans determined by pro fits 'are merely compensation 
measured by pro .its and are allowable for Reimbursement, or whether 
Payments pursuant to such plans are distribution of profits and 
therefore are not reimbursable as posts* ) To be resolved by'" the 
Assi^^^^ e^tery of Defense (S&LJ in conj{mction with the 


n .. _ lavn 107 

teym* Code of 195k) on the exiting provisions 
of Section Xv, It was generally agreed that 'the ASTR provision 
remain unchanged, that a press release be arranged on the topic 
t? r in ' ormation to the. public,, and that contempo raneou slv with 
Ae_presb release, appropriate, instructions be promulgated to”" 
field audit personnel* 

15-20 ho9 (e)'b# ' t 

:? 6 H f ntr ! Ct0r nay elect *° “s® normal depreciation rather than 
■the "true depreciation" as determined ..by the .3meV r geifey Facilities 
Board,^ However, the method chosen after such -determination of 
"true depreciation" must be follo-.ed" consistently throughout the 
Hie of -the emergency facilities#" . --t'—c. .■ .• 

‘ * • • • m ' * ' , • ^ T-\ . -sX/- * • * 

15-201*. 27 (f) - Pension and Retirement Plans. ; 

.After considerable discussion of: reversion credits 'and the methods 
by which arrangements can be made 'that are equitable to the Govern- 
ment, there was general agreement that the paragraph remain as 
written, but that the attention ,of the Assistant Secretary of 
Defense, OASD (S&L), and the Procurement Secretaries be directed 
^ !Je difficulty of this issue# It is also to be expl ained that 
of t the dra ft >111 be .issued as* an instruction# as it is n ot 
appropriate as a cost principle #. .The 1-Jrw member Irreed Trane 
tne issue, to be inclusive of mass severence pay, and rorward 
copies thereof to . the .Arny and the Air. Force# 

15-201*# 1*1 - Taxes# 

After the third word. "taxes" of the subparagraph add 
_(" including state income taxes'.") : • - • • - \ & * 


* Underscoring denotes change. 


JAN 4 



v 7# Case 53-14* ievisionof Ssetidti XT* Prior : ^cbasioflrjof certain 
issues in ifcich positions bad' been r ©served* . it *WAs . g8ie.raljy ; agreed that 
*ths following would he presented to the Procurement Secretaries/ AS a group* 
for information* ■. — '"-'L— : ' ,y; - •' •’ 

a* Major past differences T&th industry* _ - 

b# Those areas . involving a- change £Tom the current . I ■ 

. _ JiSFR ppsitioh^. and ' /*’ V 

c# Those areas in which we are not according to in&istry; • 
the treatmeh^ desired hy thea^ • - - . 

The members then commenced discussion of the following subparagranhsi . 

% * *• - ' • V - * • . ; i '*“* . t *. . 

V 15-aoWt - Cafeterias* Dining Rooms and Other Food Services# *- 
Principle modified and agreed to# L ^ 

. • * # - • • . V '• ■■ ’ ' ‘ 

15-20U»6 - Compensation for Personal Services# 

The Committee reviewed the proposal of the Subcommittee 
and agreed that the proposed subparagraph (p) should be . 
changed as folio's* “ .. - ‘ : ; 

a# At the end of the introduction to subparagraph v / 

c.* change the colon, to a cor.m and add the 
following* ■ •" 

"in addition to those set forth in 

stfbparagrapb (*d) (1^* (2), <7)* and 

(g) below*" ' • 

b# Revise subparagraph (ill) to read as follows* 

"for allowance purposes*, the cost of stock 
. options will be amortized equally over an 
appropriate period from the date the option ' 
is exercised depending upon \he terms of the 
option agreement#". . ’ 

The members accepted the proposal of the Subcommittee to delete the second 
sentence of l5-20l*#6 (d) (2)* 

15-20 lu 6 (e) and (f)« The Air Force nonacceptance of the principle 
5 set forth in these subparagraphs results in clupf^ing 

. . this as an issue (the issue, briefly stated* being 

whether contractor costs in Profit Sharing and Stock 
Bonus Plans are merely compensation measured by 
pro fits and are allowable for reimbursement* or 
whether such plans are. distribution of profits) 
to be resolved 'ey the Assistant Secretary of 
Defense (S Si) in conjunction with the Pro cur em ait 
Secretaries# DEC 2 1 1954 





lS-aoUo’f b (1) (iii) - General Research. 

I l5-20lu 38 - Severance Pay* 

4 15-20U.U1 - Taxes. 

The members further determined to delete from the revision, paragraph 
15-20U.U0 - Strikes and Lockouts - Expenses of. 

In addition to the above issues the Subcommittee was requested to 
Olar-Sjr tS l^g»g. contained in the follovdmg subparagraphs. 

15-20U. 22 - Materials and Supplies. 

Subparagraph b re discounts, and 

f Subparagraoh d - re pricing of materials in stock T *®re 

j * replacement cost differs significantly 

from book cost. 

. c+_ a .<‘-p ■nrw'n cal nresentinn: a depreciation cost interpretation givin 0 
e -^t Svenue SS^tiok, presented for interim use pendxng 

the promulgation of the revised Section XV, was discussed at . J? 30 ^ ^ , 
referred to the Section XV Subcommittee for redevelopment, *ath a request 
that a report be provided by 21 Decemoer 1954® 

The subject of clearing the proposed revision with tte Oorp*™ 1 ^' 
General's office vas discussed. It was concluded ^tit would^a highly 
desirable to informally present a copy to the GAO at th M tamo t 
proposal is referred to industry for comment. MOV a 0 1s54 

P F- DEC 2 Kb 4 a . b . o. 

i ^ DEC G 1954 


• 3;-*; ; ^ 

jj . ' ■■■■• .. n , Rpffiidmr Ifre +frwg /Snd the Specif #eetinp 

Snaring, in the second paragrapE, was revised to Jxad* 


£ 


A 

/ 




lbs fourth paragrmph;j»» rfvinod^ 



as follows* 


* ' :A.r ' 


"Subparagraoh e - Intercompany or Interdivisional 
Sales or Transfers," in lieu of subparagraph b. 

The fifth paragraph was , revised /to read as follows* 

"A Staff proposal presenting a depreciation cost 
interpretation giving effect to the new revenue, 
legislation, presented for interim *M -Pg*^ 
the promulgation of the revised Section X7, was 

discussed at lengfo,aggee£^o 

Section tl Subcommittee for 


referred to the SecUwu *. v« 

redevelopment, with a request that. a report be 

provided by 21 December 1954®” ' * 




I 


'■/ I 


f . . Tiie nfijiutes of the' 1D/26/5U meeting were ' ap^yef «ith the following .»■ 
jpodificatiom i 

^ Item 2. Case - Revision of Section 3ft - Cost Principles, 

The last sentence was revised to read* 

-The Air Fore. T -™d Ipr ^ ! 

nuroose cf goin g forward Wt reserved t..a ri-g.it to review 
fetn'areVrfee/a final subcommittee report is issued. 


(Underscoring denotes change)* 


NOV 2 Y354 


/ C-se 53-liii - Revision of Section XV, Contract Cost Principles. The \ 
0. Ucse nevisj-ot. if the allowabil ity for reimbursement. 

Air Fcce member presented the problem oi me an *' , , 

S contract costs under cost-reimbursement type contracts and. as to the . 

n of 5ection ; 

g, Members ’Fill consider this Rart at the n/30/51 meeting. W0 V17 ^54 
i^llttry ** pdd.iK. Il-w B^Ll2.1dVt 

discussion of rtSlSo^r to 

» Issues in which the Departmental positions 'are 
* and which may be resolved by the Doramittee ^t'a sub?e(luen 

I meeting, and . . , * •' ' . .. .. «:u‘i < 

I b* Issues where the Departmental positions! >re. \ 

which will require resolution by ithe Assistant \ 

Secretary of Defense (SiL) in conjunctj-pn *£* the ^ . . 
Procurement Secretaries# V r «■ ' 

The members undertook consideration of the' Subcommittee 
or pS “Til. Slue, for farther conaideratioD .Roared 1» t ho iOJlaamg 

subparagraphs l 


l5-20luli - Cafeterias, Dining Rooms and other Pood SfervideS. - 

* n — — ■ f T? iiii wifi lii ►. 



15-20U*6 f - Stock Bonus Plans* 

15-201*. 8 - Contributions and Donations* 

15-aoU 9 - Depreciation* 
l5-20lull* - Profit Sharing* 

1S-20U«16 e - Insurance - Officers, Partners, or Proprietors. 

15-20U*17 ** Interest and Other Fi nan cial Expenses* 

l5-20l**27 f - Pension and Retirement Plans* (In connection uith 

this issue, the Kavy member urged that consideration 
be given to the deletion of pension reversion credits 
a -prf mas s severance pay from the cost principles, 
presenting the proposal of the coverage of these 
subjects to industry in a separate paper, stating 
that both these items were deleted on the premise 
that one offsets the other* However, if industry 
insists on one, the Government will insist on the 




K 



9 Case $y Ml - 

^%bers noted and approved ££ fofthe completion of the project 

gating an extens^ °f the tsr*rt date 

Vmtil 22 June 19&* j UWl — 1 

12. Case $3-UL - Revision subject | 

report from the Section XV^S ■ f the pruoose of I 

revision was concurred ^ , Ser vices, bureau and Commands. | 

securing comments from bbe J ^received by 1 August 195UJUN 2.2 .1954 
Departmental comments are to ps ^ _r=_, — . 


t 


** “ >>joct V 

^bmnitto e, vice Mr. A. B. lhomas, AP AgD. ^ r > 

7. <mo 52-37 - Section VII - ciannftp Trico gj*g°| fggf;, 1 

fallal 

«**"« 

a t m . ^ ttM 

/followsi I 

< a. Should coats of profit sherihg plans he. allowabie tp .... ... I 

the extent recommended by the proponents in the 
report? ‘ ^ 4 ^ 


b. Should costs of st&cic bonus plans: bepallowahle? f 


/ 


Cl 


Should costs of independent research and development ^ 
be allowable? 


.v 


/ 


Both a* and b* were answered in the ^ 'S^f^ny C Slied *** 
directed toward the fact that ttjScoS nsatibn*Sh?ured by 

2S£*“t2^r«^^ 

emphasized# .• .y.!".'.- C' ')■ Bi ! ' * 'V. 

With respect to issue e*, it was determined that '^lated^f'^ ^ 
should be allovrabla if "applicable to the P* 0 *®*** ^ 

“general research," a division was made as follows! 


.\ 


/ 


( 1 ) 


(2) 


lliowabla^if <i) the cttitracto? * .business, is . , 
pre dominant ly commercial (i«e*, 7 S%. P? ®?F e /f « : 
mfSS^cSts Arte alnct aHooatejJ tp cw«f41 
work, (iii) the contractor submits reports or 
work 1 accomplished and, (iv>. the; hosts are reasonable* 

If the contractor »s business Is 

commercial, specifie proVision, must -be kade.1^.% 

contract for suph bests* t It Jf 8 ? 

negotiations for sh<^ costs cWrhandlp^ o^t^lW^.. 
in each Department 90 that -greater ■ tmif prmi^y^ 
be attained* *• ’ '• 


\ 


I 


The Air Force reserved the right to review both areas when a final 
Subcommittee report is issued* OCT 2 6 \954 

••*•■■ a v. 


a. 5S3 lg y ^T 

of Porto 1 d 2 of tto proposeg rs»ltt« or » ** a^trfiotod to tto 

sssjx 5S ***&» «* i^,?sr OT 

tottTjroSUTSog reproduced to ttat «**>««*» *• «■ ‘ 

members as soon as they become w all abl e# M OV 2 4 kK)3 


ifli Jbu^' W lterigio^^bg Wcttbn Xfr - Contract Cost Prlncipb fa» Croies 
S-FfcteV affl* 'Jfrl^iatxiteSd totbe »®bers* 'Ibe matters iere further . 
3 SS& that^t he-flabcoBmittoe Kfepett w t^h^ b«dx% prepay sgt^t 
Spi es -would be provided the ttpba^ ah yoo V tflie re^^ecaM^^ ilmle# 


11* Case 53-fiU-» Itaviaiim of Section 3fr Centrist Cost Trindp^b W Tbs' 
nembers noted a report of the. subject S 0 bMiBdtto 4 c p(pe^ - >.r 

3 and li of Ihe subject revision together with tbe~ oomnents Of die 6 f flee of*, , 
fhe Deputy Oceptroller far Aeceant^ ]^ QBDj outlliflng thfc 0dftptrollei , 8 
/Position kith respect to the issues unresolv^Jy tha 8 ufc 9 jsuB£lttea. -Coj»* [ 
//sideration of the reports were, deferred pending* the ds^iofa^t'of fiSpait- * 
mental positions withxespect tothe reports* q£q g 3953 - 


*rs; 55 » ^on- of fiST^ gg^ ;*;J£ - m 

fc2S2lSSd^ jC^ptrolOer) 1 

fc^^^^^ Oommitte. should ir-edietely urdertake, I 

.; y *. Recasting of the Subcfl^tse report in the &jmat of the 
\ nresant Sectian X?# 


( 1b. Deletion* of the pricing and accounting dates \ \ ^ \ : J 

e. ’ The revision to be. applicable only to cost-type oontrecta. 

d. Upon completion of the cost principles for cost-type 
, l eontraotSf to immediately undertake the development . 

/ : of edit principles applicable for Hxnd-^rics contracts. 

le teak m' Msistol te to » 3 toanltt*e ftr acccnpliahment,^ 

Tbe MBber. mr, furtor'slvito tot tb. I 
to r the' IS* Ctodtto, 

Assistant Secretary of Defense tC M i »Ftroil erj. prior vo w» f . 

~J la totortotog to. to* to Stoototto )?& 0 3§£* S StoSl \ 

departmental papers that would have a b ^!'^ g > ®“a^ hiS FF o ft <054 ' 

to complete their assignneftt on an expedited ht^ls# FEB 9 VA __ 


■ ■■ — — • . x> «*** 4 ftn Tt — -ftftn tr&ct Cost Principles* 

IQ nun $>401 - Bevisim of SeoUon ST rm ^ tiU|l| E^tS^T 

S cLiima read to Se SmKrs of Procureme^ 

purchasing and ContraOti^ Policiea W °^^ nt peached ty a P ^ 0 ® 1 of \ 

fesasg' 5 SsEsai-rn- * 

g^g^TsaLr» < 55toto. i. ** — -• 

lh/ Case 53toj|U • He via ion of S ection IT - Contrao^ * 

ea^srasfesE^KSjSt 



5, Case 53-Ul - Revision of y.V egr apb VV T&’Sf deyelopel 

I a brief discus sicn of ibs were advised that the Section 
W the Tax subcommittee, in theix revision of Section XV, 

I & -Satcamnittee , flS^SeSeotion XV Subcommittee accepted 

, Ihe memoers^were fitter aj^jw »at^ ^ included, with, minor raodifica- 
the report in aobstanoe . * tv* The members agreed that in 

U.OD, to te fl»i*2 ** ^rt^mb» itrSL-d»d tr «» 
•nlffort to oonserra tlae. tJetoJc<nBlttee^OT ^ ^ 

Canndttee aa-nbersjUpenreceipt, to , hr “^ ■e-k/fi-an data of 

“"T? “l2 L^SfS S^a Subcoomittoe report in Uida 

*• c “‘ s** - » e e L 


’ Case 5 villi - Revisi t of Section XV - Contract Cost Prln4& 8£: ^ 

31* case >>*14 i i mi* . xVft Patent s Subcomni' i/stee commenting o. r « the ■ 
na/Jbers noted P , r September 1953* together with a fe-sppleir.e’xvtal .« 

SKlrTto^ot^to J^SStUe Sud HS^bor W5S, >Weh the l 

S$S\£“ Section I» Subcomittae for 


17, Case $ Vljl; m Revision of Section XV» 

</ ^ Hw members noted Part li of Section XVj devel ope d by the ^ 
(/ Subcaaaittee, which was forwarded to the Departments Itor 
consents, ilth a request that comments be presented by • 
.21 October 1953, ... , 


/ 


k 


Consicteratioiv of lhe issue ms to XT should 

te incorporated in price jede te nTn i n atjon tlftim w on a 
mandatory or optional basis was deferred until the next J 

meeting at the request of the Office of the Deputy Controller » 
for Accounting Policy* OSD* . OCT 6 1953 


i# Case 53-J4; - Revision of Section XV# The Section XV Subcommittee entered 
/the meeting for discus^ on nf |, tJie proBTem of whether Section XV should pro vie 
* for the specific inclusion ty oontract provision of the revised cost principles 
in contracts containing price rede terminati on or incentive provisions* , It vbs 
dete rmine d to reserve action on this issue until the Subcommittee could present 
specific contract language for consideration* 3he tentative conclusion was 
at the clause should read that the principles were applicable to aich cod- V 
pacts as a guide only* The changes and the clause^are to be presented for | 
ansi deration at tbejb/aD/53 meeting* X 3 


/ 






\ 


i ®as 0 53-lili - Revision of geytinc XV, fte Seetien XV Subceraaittee • 
fctered the meeting for discussion of ibe problem of whether the revised 
•action XV would be incorporated' by reference in all price redetenninatipn 
and incentive clauses and, if. so, vAi&t type of contract provision was ■ 
appropriate for the purpose. After a prolonged discussion ?ith *e members 
of the Subcommittee and a representative of the Deputy Canptrollerjs Office 
«he Canndttee determined that there '.bb.no interpose "to Section: XV in these 
■®Suaes,' 3he Coo^ta«ller l e reprtsa^tottve did mot’: concur with the Ccmndttee » 
/decision, • The proposed wording to acccmpUsh this concept -was ^proved ty 
/the members, A special Group was designated to set forth in writing, 
subs tantiation on the .position Tor non»Anclusien and the representative 
of the Deputy Comptrcllar’s Office will provide his^written visits for 
mandatory inclusion, These documents will Ultimately be forwarded to a 
higher level for resolirbUa of the iosue, • 


limbeare designated to the Special ASHl Group to develop the Comid.tteet 
sitioa werei * *• . 

jLrny - Brig, Sen, W, R, AUai^ OS O-li 

• Havy - Ifr, 0, TJ, 'Bahnermai% (XM XGhairmanljJb 

; . AW m Cel. Ihos, W. Rvan* AFMPE 


1 


19 . Case Wi i 

.embers were infoirog 07 ^e nuia agreement was reached on ^ rw^iow™ , 

development of. revised Section W. , 

. - . «« *n accelerated basxs # t 


I 

f 


gOUlg AUA"**'* 

The ASPR on r a TimiiS 

cl it. a <m /4c -rrniT fynTn OH 1' •- «g* 


Assistant CaaptreUer for^coun^^^g^^^^h^j te 

asriSS*^ 

^iS^f^VT^troUer.. proposal nooldbe 
divided in the ibllo«ing order! 


a* 


Parts 1 and 2> and 


b* Part 3 * 

The membere designated to the Snhc«itt« to ondertahe the etui, -ere, 

® :fp^.»£ MU os aw, 

^ (Accounting) (To be designated) 

Navy m Hr* E# T# Cookj StA 

** Mr. A* C* Sawallischf ONM ___ 

AF - Lt. Cola H. T. Critchlow, AJMPB 
1 OSD - (To be designated) JUN 9 


1953 


16. Case 53-Ut - SS^^ -u l ui?" 

SflSS d 1 IiStS^esentati«B to the subject Subco-attee. 

/ subsequent to the neeiin^ »£» ..jj -sifted Art, Accoontins 
representative to the a ibjeot Sub committee, . JUN 


^ Force member of the subject S ubcoumlttee, jufl 3 0 19 53 


2. 

the Subcomnittee, 'f^^ p ^ ®^5 r ^ex»a proposal to revise Section X7* 

pas is r~ £SSS“»»"«a$- 

fexi.&’srsfsast — - — « — » 

Of this Revision* JUt 7 1953 

nv rod. - Revision of Section XT - Contract Cost Principles* 

^berfnoled *5 .^^SnSSfeOTE 

Which reccroaended that para^lph.l^JCUjlS be ^ T tafff had 

ikttee for consideration pn-an accelerated basip^ and j m ^ . 1 

referred the problem to the Tax Subcommittee for w ^®^ X q/ l /S ^ 
recomriendation, with A request that, a report be provided ty o/u/53«o 
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APARTMENT OF DEFENSE 
OFFICE OF PUBLIC INFORMATION 
Washington 25, D. C. 


IMMEDIATE RELEASE MAY 12, 1955 

DEPRECIATION PARAGRAPH INCLUDED 
IN ASPR COST INTERPRETATION 


NO. 456-55 
LI 5-6700 Ext. 53201 
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A cost interpretation paragraph, relating to depreciation, will 
be included as part of Section XV of the Armed Services Procurement 
Regulation, effective June 1, 1955* Thomas P. Pike, Assistant 
Secretary of Defense (Supply and Logistics), announced today. 


The new paragraph, 15-602, which will be published by the 
Government Printing Office as Revision of the ASPR, follows: 


"15-602 - Depreciation . 

"15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASPR 15-204 (dj, 15-^05 (b) and 15-205 (o). It is 
applicable with respect to all cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim- 
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts of overhead which have 
finally been agreed upon for particular periods. However, the fore- 
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 


"15-602.2 - Allowances for Depreciation . Allowances for depreci- 
ation (other than "true depreciation " ) as provided in Section 167 of 
the Internal Revenue Code of 1954, subject to the limitations set 
forth in paragraph 15-602.3* shall be acceptable for contract costing 
purposes. Allowances for "true depreciation", as that term is de- 
fined in DOD Instruction 4105.34 of 1 July 1954, shall be in accord- 
ance with said Instruction, and shall be exclusive of other methods 
of depreciation with respect to the assets involved in the determina- 
tion of "true depreciation." 

"15-602.3 - Interpretation. Depreciation computed in accordance 
with paragraph 15-602.2 above is allowable provided it meets the test 
of reasonableness and allocability to defense contracts and other 
applicable provisions of this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular case is 
acceptable for tax purposes, and (ii) the costing of defense contracts 
is on a basis consistent with the costing of the contractor's non- 
iefense work and is so reflected in its books and records." 


END 


1$ August 1956 
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lE'ORAIIDUII FOR: CHAIR'AM, ASPR COl-STTTSa. 

SUBJECT: Case ;3-bh - Section ZV - l5-20U.2(aa) 

Training and Educational Costs 


Pursuant to Item 3 of ASPR minutes of 7 August 1956, the 
Editing Committee has edited the subject material, as set forth 

in Tab A* 

John Green John V. . j. erry 

Havy Member Air Force Member 

(absent) 


C. W. Wilkinson 
Lt. Colonel, JAGC 
Chairman 
Army Member 


Incl : Tab A 


DEPARTMENT OF THE NAVY 
OFFICE OF NAVAL MATERIAL 
WASHINGTON 25, D. C. 

M36/ACS:11 
2 Aucpsfc 

:ekorandum for the chairman, aspr committee 

Siibj : Case 53-UU - Special Subcorami tree ASPR l5-20U.2(bb) 

Training and Educational Expense 

Ref: (a) Report of Subcommittee of 12 July 1956 

Enel: (1) Proposed language far ASPR l5-20U.2(bb) 

1. Reference (a) was considered by the ASPR Committee at their 

meeting on 31 July 1956. A number of recommendations were made 
which the subcommittee has endeavored to incorporate in 
enclosure (1). - 

2. It is probable that subparagraph e of enclosure (1) will also 
be included in ASPR 15-20^.3 - Unallowable Costs and referenced 
back to ASPR 15-20U ,2(bb). 

3. The enclosure has not been coordinated with the Office of the 
Secretary of Defense* Office of Manpower Sup ly, it being the 
understanding of the Subcommittee that the ASPR Committee would 
do so. 



// 


r 

A.' r c'/ Sawailliscli,” Chairman ^ 


Committee Members 

Hr. Paul ii. Southwell, AFMPP 
Hr, Thos. S. Worsley, Army Ord. 

Mr. W. L. Latta, AFAUD 

Hr. James Rutteriberg, NAVCOMPT(CAD) 



l5-20ii,2(!bb) - Training and Educational Expenses 

a. The costs of preparation and maintenance of a program of instruction 
at non-college level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train- 
ing materials and textbooks when the training program is conducted by the 
contractor; and tuition, fees, training materials, and textbooks, when the 
training is of a non-college level in institutions conducted by other than 
the contractor. Such costs are allowable. In both instances, costs may 
include salaries or wages of trainees during r egular working hours. 

b. The costs of part-time technical, engineering and scientific 
education, related to the job requirements of bona fide employees, at an 
under-graduate or post-graduate college level are allowable as follows; 

1* Tuition, fees, training materials and textbooks; or, in lieu 
of tuition, instructors’ salaries and the related share of indirect, 
expense, provided that the sum thereof is not in excess of the tuition 
which would have been paid to the participating educational institution, 

2. Straight-time compensation of employees for time spent attending 
classes not in excess of a total of 3.56 hours per year where circum- 
stances do not permit the operation of classes after regular working 
hours. 

c. The costs of tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection xiith 
scientific and engineering education related to the job requirements of 
bona fide employees, on a full-time basis at a post-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases where required by military technology, the period may be extended. 

d. Maintenance expense and normal depreciation or fair rental on 
facilities owned or leased by the contractor are allowable to the extent 
that such facilities are used under programs falling within a or b, above. 

e. Tho costs of training and education of other than bona fide 
employees are not allowable. 

f. Grants to educational or training institutions, including the 
donation of facilities car other properties, scholarships or fellowships, 
are considered a s contributions and will be treated as provided under 
ASPR l5-20iu3(c). 


Enclosure 1 


1 


i 


I 


5 * Case 53 - 14 ; - Section XV, l 5 - 204 , 2 (aa) - Training arxi Educational 

Costs , A report from t.t Editing Subcommittee, “'"dated 
15 * st 1956, presenting an edited ver. n of the subject material was 
Approved by the Committee with the following minor modification;;; 

15-204,2 (aa) (2) (v) was revised to delete (a) and (B)» 

The semicolon appearing after (A) was changed to a comma.’ 
and the word "and” was added at the end of the paragraph. 

With these modifications the paragraph was redesignated ' 
as (iv) and the existing paragraph (iv) as paragraph (v), 
deleting the word "and" at the end thereof. 

The members were advised that immediately following AS PR approval coordina- 
tion of the paragraph would be undertaken by the Staff by memorandum with 
the ASD (MScP), 


The subject of industry coordination was discussed, with the' Committee 
recommending that industry be afforded an opportunity to comment, inasmuch 
as the paragraph covering Training and Educational Costs was marked ’ 

( Res .‘/.• vd" • n the draft of Section XV which was forwarded to indus try, 
hotyv+Gs^anding this recommendation, the Committee concurred that for mal 
soliG os ...on of industry comments on this paragraph was a matter for 
decision by the Staff, AUG 2 9 1956 


1 


1?.. Case 53-14; - Revision of Part 2, S ection XV , The CSD member Reported that 


v Case si— uu. — revision ox c . > — „ , , . , 

the Materiel Secretaries have recommended the allowance of costs for ® 

advertising and advertising in technical publications and that this, plus any 
reining problems, is being resolved by higher echelons, A further report 
Will be made by 6 Mar 57, g p Gb ^ 


\ 


.% C aS e 53-14; - Revision of Section XV, Part 2 , It was noted that this 
problem is being considered at higher echelons and that a further report \i±ik 

bi nnde on 5 Jun 57. ; s SET. \ 

Case 53-jili - Revision o f Section XV. bart g . The nenbers concurred 
requester the Staff for an extension of the reporting date to 3 Jul 57 




(5 Jun 57) 


d in the 

' \ 


the t t SfJ* 3Sl^ 

(10 Jul 57) ' 

Cajs 53-14; - Revision •— , 

acl^eti on this cage had be en suspended nendil + C ^ lrilBn re P° rted that ’ 

the s ingle set of cost- princiSes C^f^^?®, 0 ? t0crae of effort on . 
panying the single set, from the Secretary n * better of transmittal acccw-’ 
were distributed to the maribers onlv of Defense to the three Departments, 

14 3^7 meeting. ” 0nly * A fUrth «* report will be given at toe 9 

— (17 Jul 57) \* 

-cww ^-44 - Revision of See-H ytt" 1 ■" ■" I. 

further action on~Vart 2, Sec tion Xv s 1 a ~-IL c ^he Chairman reported that 
current efforts to publish as a rLSfof 

^Legal^er suggested that^Tview o^this w® 08 * princi P les « The 
closed. The members concurred in this information the case be 

is closed. *• uggestion and, accordingly, the case 

- ■ (14 Aug 57) 


3# Case 53-lUi XV_- 15-201**2 (bb) - Training anfl Educational Expense s . 

Ihe Committee considered a report from the Special Subcrariittee, &ted^August 
,1956, covering the subject paragraph on trainii^ and educational expensed 
. After considerable discussion the Subcommittee report was modified as quoted 
below: ^ 

n 15-20l**2(bb) - Training and Educational Expenses 

a* The costs of preparation and maintenance of a program of 
instruction at non-college level designed to increase the vocational 
» effectiveness of employees include the salaries of the director of 
training and staff, training materials and textbooks when* the training 
program is conducted by the contractor; and tuition, fees, training ' 
materials, and textbocke, Wien the training is of a non-college level 
in institutions conducted by other than the ccrvtractc r* Such costs 
are allowable* In both instances, costs of salaries or wages of % 

trainees during regular working hours are allowable, 

t costs of part-time technical, engineering and 

, scientific education, at an under-graduate or peat-graduate 
college level, related to the job requirements of bora fide 
i employees, are allowable as follows: 

1. Tuition, fees,* training materials and textbooks; 
or, in Heu of tuition, instructors* salaries and the 
related share of indirect expense, provided that the sum 
thereof is not in excess of the tuition which would have 
been paid to the participating educational institution* 

2* Straight-time compensation of employees for time 
spent attending classes during working hours not in excess 
of a total of 156 hours per year where circumstances do 
not permit the operation of classes or attendance at 
classes after regular working hours* 

c. The costs of tuition,* fees, training materials and 
textbooks (but not subsistence, salary, or any other emoluments) 
in connection with scientific and engineering education on a 
full-time basis at a post-graduate (but not under-graduate) • 

college level related to the job requirements of bona fide* 
employees for a total period not to exceed one school year, 
are allowable* In unusual cases where required by military 
technology, the period may be extended* 

d* Maintenance expense and normal depreciation or fair 
rental on facilities owned or leased by the contractor are 
allowable to the extent set forth in (k) above, (e) above 
1 and (t) above, respectively* 

' costs of training and education of other t han bona 

fide employees are net allowable* 

f*” Grants to educational or Irclniig institutions, Including 
the donation sf faoUitiae Jar ether j ro p e i ti es/ aebclerships -or 

fellowships, are considered as contributions and will be treated a 

as provided under ASPR l5-20U*3(c)* n 

The report was referred to the Editing Subcommittee with the request that an 
edited version be presented for consideration by 21 August 1956* In the 
interim the AS PH members w ill clear the proposed paragraph within their 
respective Departments and the Staff will undertake coordination with the 
Assistant Secretary of Defense (Manpower and Personnel)* 3he Committee 
further determined that if the paragraph was cleared in time, it would be 
inserted in Section XV for issuance concurrently with the printing of that • 
section* The Chairman further advised the members that the proposed paragra 
probably i*>uld be presented to the Procurement and Production Industry 
Advisory Committee to secure an industrial reaction* 

i ' 

In conjunction with the above paragraph, the subject of the all owab ili ty 
of management and executive training costs was discussed aib deferred without 
action to modify the above paragraph* 

In approving the above paragraph the Committee considered and rejecte ‘ 
the concept of allowing full-time salaries for bona fide employees on a q « 
full-time basis at post-graduate college levels* ' 


; r .7 .„.rtsion of Section XV - Fart 2 - Para„- «oh X 5 - 2 '- 4 , 2 (uyj; 

9> 0.ee 53-10. ^2- ^ A legai ^er ceil ed tto 

attention to a i lecrepW easting in the present wa». ’{See^ . 

in paragraph l5-20iu2(n) vdth ttee approved 

^I'S-ituSrr'the -ris -otherwise 'gT'ZS&T 

words -without prior approve!" in next 
'to the last line of the paragraph. AUG 7 1956 

3* Case 53-1& - Revision of ASER 12-202 'to Conform to Proposed AS HI 
. i5-20ft f ..2(n) - (Overtime, Extra-Fay Shift Mid Multi-Shift 

/ _ Work). The Navy legal menfcer called the Committee's 

attention to a further change required in the subject paragraph in view of 
the changes approved at the 8/7/56 meeting in paragraph l5-20U.2(n) to 
remote an inconsistency between the two paragraphs. To correct this situation 
ther Committee approved the substitution of the word " approval" for the worcST 
"authorization" as it appeared in the second and third sentences of subpara* 
graph (b) of the ASER minutes of 17 July 1956* AUG 1 4 1256 


12* Case 53-Ui - Revision of Part 2, Section XV - Contract Cost Principles 
Thi Committee considered a report from the Section XV Subcommittee, dated 
30 July 1956, presented in response to a report from the Tax Subcommittee 
■Mated 21 June 1956. In considering the Section XV Subcommittee's report 
with respect to the three questions raised' by the ASER Committee and the 
Subcommittee’s suggested treatment thereof, the Committee disagreed with 
the Subcommittee’s clarification of the first question and reinstated the 
previous language under subparagraph (1) to read: 

. . .and which are paid or accrued in accordance with * 

generally accepted accounting principles are allowable, 

9 • * 


\ 


The Committee further revised the two sentences following (2) (ii) to 


read: 


\ 


/ 


"Reasonable cost of any such action undertaken by the 
contractor at the direction of the contracting officer 
are allowable. Interest and penalties incurred by a 
contractor by reason of the nonpayment of any tax at 
the direction of the contracting officer or by reason 
of the failure of the contracting officer to assure 
timely direction after prompt request therefor, are 
also allowable." 


\ 


The Committee concurred in the Subcommittee report concerning the other 
questions. These include retaining the present language of subparagraph 
(2) (ii) without change and the addition of a proviso provision to sub- 
paragraph (3) as follows: 


/ 


• • f ; 


provided any interest actually paid or credited 


A 


to a contractor incident to a refund of tax, interest 
and penally shall be paid or credited tc the Government 
only to the extent that such interest accrued over the 
period during which the contractor had been reimbursed 
by the Government for the taxes, interest, and penal tie s. 11 

As revised above the Committee approved the changes for inclusion in 
'Section XV. AUG 1 4 1956 


3. Case 53-liit . Section XV - l$-20iu 2 (bb) - ,3 ning and Educational Exnens 
A report dated July 195^ rron the Special Subcormttee established to conside 
the subject problem was discussed at length. The discussion touched upon many 
i fleets of the problem, such as whether the proposed allowance of training and edu- 
cational expenses was in keeping with the National policy or merely a question of 
the n cost of doing business 11 in the present economy. It was pointed out that many 
commercial concerns have established programs for the advancement of their engineer- 
ing and scientific employees by supporting their education in after-hour classes 
and, to seme extent, even cn a full-time basis at graduate schools. It was further 
pointed out that it is the President’s policy to promote training, particularly 
higher training, starting at the high school level. In addition, the members were 
advised that the Hoover Committee had recommended Governmental support and training 
to encourage Governmental career employees. To some extent, the Army and Navy art 
jnow using this practice for certain selected employees. 

*^ e Committee then undertook consideration of the proposed paragraph contained' 
in Inclosure It of the Subcommittee report, in conjunction with the other inclosures. 
The paragraph was approved, as modified by the Committee, subject to editing as 
f ollows : 

, n l5-20i| r 2(bb) - Training and Educational Expenses 

1 1 ■ " ■■■ — 

i . 

s. Preparation and maintenance of a program of instruction 
designed to increase the vocational effectiveness of employees * 

include the salaries of the director of training and staff, train- 
ing materials and textbooks, when the training program is con- 
ducted by the contractor; and tuition, fees, training materials, ’ 

and textbooks, when the training is of a non-college level in 
institutions conducted by other than the contractor. In both 
instances, costs may include salaries or wages of trainees during 
regular working hours. 

b. Part-time technical, engineering and scientific edu- 
cation at an under-graduate or post-graduate college level 

related to the job requirements of the employee as follows: t 

1. Tuition, fees, training materials and textbooks. 

2. Where circumstances do not permit education after 

paid working hours, regular employee compensation 1 

is also allowable for instruction not in excess of 
a total of 156 hours per year. 

c. Tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection 
with scientific and engineering education of bona fide employees 

on a full-time basis at a post-graduate college level, related ( 

to the job requirements of the employee, for a total period not j 

to exceed one school year. In unusual cases where required by [ 

military technology, the period nay be extended. 


d. The costs of training and education of other than 
'\ bona fide employees, including scholarships and fellowships, 

are not allowable." 

Tne Committee also noted that it may be necessary to include an appropriate 
-reference to subparagraph (d) of l5-2Cli.2(bb) in the listing of items of 
unallowable costs. 

a further question was raised with respect to the treatment of costs 
occasioned wnere contractors established schools at their own locations on the 
premise that such costs ought to be covered by the above paragraph. As these » 

costs would involve both facilities and faculty expenses, the question of how . 

such costs would be treated was returned to the Subcommittee to draft anpropriote 
coverage for inclusion in the above paragraph 15-201. 2 (bb). Tne Subcommittee was * 

requested to provide a report for consideration by 7 August 1956. JUL 3 1 1956 



11. Case $y-h h - Revision of AS Hi. 12-202' to Ccnferm to Proposed AS PR 
» l5-20lu2(n) ~Z (Overtime. Extra-Pay Shift and * ' 

Multi— Shift W ork/. The Committee conAdftTsarf a report fron.' 
i the Editing Subcommittee, dated 21 June 1956, presenting an edited version of 
*the subject material. The Committee modified the second and third sentences 
of subparagraph (b) to read as follows: 

• • • • Cn cost-type contracts, and to the extent 
required by the contracting officer' on rede terminable 
and incentive fixed— price contracts, however, an 
authorization from the Government for the use of ’ 

overtime, extra-pay shifts and multi— shifts must be 
obtained to sustain the charge of any premiu m labor v 

costs to the contract. Such authorization should ' 
generally be obtained prior to the use of overtime, 
extra-pay shifts and multi-shifts ... . 

In the last sentence cf subparagraph (b) the word "required’ 1 
was substituted for the word "desired.” 

In the title of paragraph 12-102 the word "Shifts" was 
changed to read "Shift" in the phrase "Extra-Pay Shifts." 

As modified, the revised paragraph 12—102 was approved for printing , 
concurrently with the printing of Section IV. JUL 1 7 1956 


iu Case 53— Wi — Revision of Se ction ^XV_— _ Contract Cost Pri nciple s — 

Part 1. The Committee considered a report, dated 6 July 
195-c, from the Editing Subcommittee presenting an edited version of tlie 
revision of Part 1, Section XV. After considerable discussion, in which 
several suggestions were presented for revision of paragraphs 15- 101, 

^5-102,1 and 15-102.2, the report was returned to the Editing Subcommittee 
for redrafting, with the request that a revised report be presented for 
consideration by 31 July 1956* A further suggestion was made that when the * 
revised Part 1 was published a change was required in paragraph l5~502(&) to 
replace the comma with a period and delete all material following the coma. 

The Committee approved the recommendation. 2 1 

ihe minutes of the 7/2U/56 meeting were approved with the following modifications 

I^em I*. Case $3-Ub - Re vi s ion of Section XV - Contract Cost Principles 

Part I . — 

4.he case number was revised to read 56-29, and the second sentence was re- 
vised to read: "After considerable discussion, in which several sug- 

gestions were presented for revision of paragraphs 15-101, 15-102.1 and 
ii-102.2, the report was returned to the Air Force member of the Editing 
■subcommittee for redrafting, with the request thst'a revised report be 
presented for consideration by 31 July 1956. JUL 3 1 1956 




7* Case 53-hh ’ision' of Part 2, Section XV , ‘eport dated 21 June 1956 
from the Tax Subctwdttee, recommending certain chafes in proposed paragraph 
l5-20li*2(y) of. the latest draft of -Part. 2. Section XV. was -discussed* ~It 
determined that the paragraph diould not Include a reference to "taxes 
governments" since the award of cost-reimbursement type contracts by local pr«- 
uiing activities to foreign contractors occurred so infrequently that this 
tter should be covered on a case-by-case basis when awards are made te foreign 
ntractors, In the revised draft of the paragraph submitted by the Tax Sub- \ 
committee in subparagraph _ (l) Jt he qu estion was raised as ti whether defense would 
reimburse a &i) the quest 

was raisedgg-t* ^ ? yi n d i y >. e e^< ^bffaSaggeph (3) it wa ? 

JLndic atedthat the iayb sentOrtCe be -g previse"- ae nte o c ai* r *Eh e entire 

report was referred "to "tfcs Bert 2 £ -"S ectten^W :8m> oonil ttee }f ctp/review, in 
Coordination with 'the 'Tax' Sub'ecmniittde ;~±f 'newssary, '"and*'fche “reque st made 
that a report be submitted within 30 days# jyp 3 |95g 


1 


1 


13,* Case 53-ill - Revision of 'AS PR 12-202 to Conform to Proposed ASFR l5-20l«$(n) 
] - (Overtime, Extra-Pay Shift and Multi-Shift Work)# An ~~~ 

Bdjiting Subccend-ttaier^ort dat«d 21 June.l95P submitted an edited version of 
a Revised AS PR paragraph 12-202, 3Jae. ASpfi, Cqawdftte* discussed the details of 

' J this -firtft and rtadfe "thg oEL-owri^ respect paragraph 

ic- w-u -'r J-O*. xeq e--~r - -iju c.vr.. t d<!U \v. •• • ^ ^ 

- — - *>'c t. hev'.esi' siedm?-;*. erf? ■ rr -i-j;-: " 

a# In line 3 it was suggested that there be added after the word 
"contractor," the following: 

i ", and the contractor shall' not be entitled to 

a price adjustment therefor, "j 

b# In subparagraph (ii) discussion concerned having the 
subparagraph commence "To the extent required by the 
contract"; and 

' c. Having the third from the last sentence read* 

4 ' 

"Such authorization shall generally be obtained 
prior to the use of overtime, extra-pay shifts, and 
multi-shifts •" 

It may also be necessary to delete the "s" from the phrase "extra-pay shifts" 
wherever it appears in the entire clause* 

4 The C omtfdttee members desired to look into this matter further and, 
accordingly, the item will be discussed again at next weejjj^s meeting, 

S3 ' u ‘ - a g ftg- *! m *- cnnf — to 

/ . ±?^VUmC Overtime. S a- 




mepHn. t \, requested to 1 111 Lude Uii' . 1' t tiiti-Sh: 

In the interim the meters «m 

JUL 1 0 ihS8 * 





h» Case e "*-W* - Revisio n of Section, XV, Par * ° 0 The Chairman announced 
f that the serial Secretaii.ee Council had de. aed that the subject or 
1 profit sharing, contributions and donations, and general research costs 
■would receive the same treatment under the revised Part 2 as in the * 
existing Section XV, It was determined that there was no objection to 
using the revised language concerning general research costs developed 
by the Editing Subcommittee; however, with respect to the negotiation* 
criteria set forth in the edited version under general research costs, « 
it was agreed that they would not appear in Part 2 but would be placed 
appropriately in Part 1 of Section XV, APP: i ? i£5p, 


9 , Case 53-ljh - Revi slon of Section XV, Part 1, The Committee considered I 
a memorandum from the Chairman recommending that when Section XV, -Part 2, I 
ijg revised that certain changes, as set forth, be made simultaneously in I 
Part 1, It was determined that these recommendations be referred to the 
Editing Subcommittee with the further request that the Editing Subcommittee 
review the suggested' placement of proposed paragraph 15-103, With respect 
to this latter point, it was agreed that the Committee had previously 
directed the placing of this material in Part 1, but in reconsidering, the 
question was presented as to whether it should not more properly be placed 
£n Part 5o The Editing Subcommittee was requested to report within two \ 
weeks, WAY 1 1956 


l/. 


\ 


Case 53-ldi - Revision of Part 2, Section XV - Contract Cost * i 
/ Principles, A report from the Editing Subcommittee, \ 

■ ‘dated 26 April 1956, containing a final edited draft of subject was j 
distributed to the menbers, In addition, a revised draft of a document 
containing the major unresolved issues with industry were also made 
available to the members, - Both hfthese .-documents "Hill be attached to 
aM agenda item for the Material Secretaries Council in the very near , 

/uture and the members were requested to give their concurrence to the \ 
/documents to the Chairman by U May 1956, WAY 1 YY \ 

12, C^fse 53— UU - Revision of ASPR 12-202 to Conform to Proposed ASFR 
/ 15-20U,2(n) (Overtime, Extra-Pay Shift and Multi-Shift 

Work ), A revision of the subject paragraph, developed 
by the Staff to conform with the proposed Section XV treatment of overtime* 
extra-pay shift and multi-shift work, was considered by the members and \ 
referred to the Editing Subcommittee for editing. The Editing Subcommittee \ 
vipd requested to present a report for consideration by 29 May 1956, WAY 8 1355 

5,/case 53— UU - Revision of Part 2, Section XV . A representative of tX 
ax ub committee reported that the Sub committee 'had noted several areas Y 
not explicitly covered by paragraph l5-20U,2(y), entitled "Taxes," which 
could result in issues with contractors. In view of the current statuk of 
Section XV, the Committee requested the Tax Subcommittee to present their 
written comments in order that these potential deficiencies could be » 
considered, JUN 5 )95 g 

12/ Case 56-29 - Revision of Section XV, Part 1 , ~ 

/ Case - Revision of ASPR 12-202 to* Conform to Prop osed \ 

. 15-2Qh«2(n) (Overtime, Extra-Pay Shift and \ 

t Multi - Shift Y/ork), The Chairman raised the qnest-inn o^"» 

1/ ?v. rep °5^ S Y ould ^ received from the Editing Subcommittee with respect 
77 subject problems. The Navy legal member advised that a report f*em 

• fuj ting Subcoininittee 0,1 two subject problems would be presented \ 
within one week, JLIN 5 1S5a \ 


ioditSauSi* 8 ° r aeetino were approved with the follow! 


/ 




Item 5, Case 53— UIi - Revision of Part 2 Section rv Th» ia=+ 

of^ection^t^ 5 ^ ^ add th ® W0rd3 subsequent revision 

of Section XV," jijr^ 1 2 1956 



, Part 5 - Subjects Affecting Cost Which May R -quire Special Considerate 

t . 

■ "Part j - Subjects Affecting Cost Which May Require Special 1 

Consideration* i 

15-500. Scope of Part , This Part enumerates certain subjects 
affecting cost which may require special consideration in 
connection with the negotiation or performance of cost- 
reimbursement type contracts' and which are not specifically 
covered in Part 3, or Part 2*> of this section, 

? 

15-501 Consideration Required , It is important that 
Contracting Officers and their negotiators consider the , 

1 subjects enumerated in paragraph 15-502, and any other 

subjects not precluded by the provisions of Part 3, or 
Part 1* of this section (whichever part is applicable), * 

for the purpose of (i) determining which subjects if any 
should be expressly provided for in a particular cost- 
reimbursement type contract, and (ii) incorporating 
appropriate clauses in the contract. Action taken with 
; respect to any such. subjects shall be reflected either 

in the contract or in the record of contract negotiations," 

Part 6 - Cost Interpretations, 

"Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefor 
the word * RESERVED*," 

Part 7 - Facilities Contracts, 


— •?— ' 700 Scope of Part , This Part sets forth principles and 
standards for the determination and allowance of costs in 
connection with cost— reimbursement type contracts and cost- 
reimbursement type subcontracts thereunder for the acquisition 
of industrial facilities 'to wfcich the Govertunent takes 
title under the contract* This Part also applies to 
clauses in. ary other cost-reimbursement type contracts 
or cost-reimbursement type subcontracts thereunder, which 
clauses provide for the acquisition of industrial facili- 
ties to which the Government takes title. 


~r 7Q f- &P^cability, Pending publication of the principles 
and standards to oe incorporated in this Part, Parts 2, 3, or 

, b f !* sed to the extent appropriate in accordance with 

•Uepctrtmental procedure s 0 n 

made T in ffiliVTmTv!" ^ at a change to the change 

Tho h would alao ^ve to be made in Fart 3, 15-301* (g), 

■‘•he Committee concurred in such a change 0 * 


from^S| : Edf'?n eq ? e K t t0 .J? e m ! eti ^ g the f ollo wing change was received 
ListttSi Ovbcoma - ttee for Part 3 - Research Contracts with Nonprofit 


"1 5-301* Examp les of Items of Allowable Cost s> , , e 

le) Fension plans in accordance with the principles- and 

. fccidenfjf^^^ ^ ^ \ 5 - 2C V( q ) £nd ^oup health, 

t and lxfe insurance plans (but see paragraph 15>~30£(k)) o n 

» l ,=lop a <*»« draft of Part 2, incorporating the changes 

the existing toee'is^ea!”’" 1 ^ Ma< ' erial Secretartes conslder 



l5 ~ 2 °«Th ri ^ Sttrance and Indemnific; ( Page <,) 

subpa* -graph was revised to reaa as follows: 


This 


Insura nce and Indemnification.. 
wh .^, Ins includes (i) those types of insurance 
hich the contractor is required to carry under the terms 
of the contract, or by specific instruction of an authorized 

f or^which^ th^ 6 of . the + Govern ®ent, and (ii) any other insurance 
tract C r,,^ he seeks reimbursement under the con- 

t> Indemnification includes securing the, contractor 

gsz*****". 1 " p«— s?ci^srg r 

insurance or otherwise*" J 


15-2 0U,2 (n) (1) and (6) 
revised to read: 


Material Costs * Pages 11 and 12), 


Were 


ll l5-20lr.2 (n) Material Costs. 

„ C ° sts of direct and indirect material, and 

llateral items such as inbound transportation and * 

to are arLowable > subject, however, 

(2) through (6) below. In confuting costs of 

ov^™5' C ° n ^ deraticn llilL be given to reasonable 
Z sp0lSL T’ “* defective work (for correction 

rflatfna t t Ve * WOrk \? ee the P^visions of the contract 
work) g t0 lnspectLon and to correction of defective 


* * x * 


* 


c °sts of material- or services sold or transferred 

control P sh2l , b di 1'f ^ ° r ° rganizations ^ ^er common 
cost to%h ^ b % arLoWable oriiy to the extent of the 
cost to the transferor, or the prices of other suppliers 

£ f ne 0 £ substantially similar items, whichever is 

on th* h^ 33 5 a ^° rs other than Price warrant allowance ' 
on the basis of the cost to the transferor; provided that 

the f a£e of “BT item regularly manufactured and sold by 

from S th± s t ^ an f^® ro f through commercial channels, a departure 
rom this cost basis is permissible if the charge to the 
contract does not exceed (i) the transferor's slles' price 
to its most favored customer for the same item in like 
quantity, or (ii) the prices of other suppliers^ofthe 
same or substantially similar it^, ^c^ is k 

rif 83 5“*°” ot **r tim Tbiice warrant alienee 

^ ^ Its most 6 

Of S^ion a S^ t toget^ e ^tt n f idered proposed ^visions of existing Par- 
Contracts, presented bv P cT° Sed Part ' 7 c °vering Facilities 

issued sfiuJSSSSr Subcommittee, the revisions to be 

mxttee approved the following reviS2^ : ° th ® reVised Part 2 <» Corn- 
Fart h - Construction Contracts. 

(i r^ n ~ amp leS 0f Items of Allowable Costa . 

?KLnCiple5 

accident and lif* 1 ; 20 ^* 2 fa) 311(1 group health, * 

15-^ WJSJK? p 3,18 (iMt see POTh 



• • contractor’s products, or othe relevant 
circumstances* 

°J ^rect cost are discussed in 

AS fR 15-203.2 through 15-203.5." 

15-200* The Committee approved a revision of the TITLE and the 
Scope of Part” as quoted below: 

“Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations 

Scope of Part* This Part sets forth principles and 
standards for the determination and allowance of costs in 
connection with cost-reimbursement type contracts and cost- 
reimbursement type subcontracts thereunder for procurement 
of supplies, services, and research and development work, 
with contractors or subcontractors other than such contracts 
and subcontracts to which Parts 3, h, or 7 apply.” 

lS ~ 2 °^JL (f l i 2) Depreciation. (Page 7). This subparagraph was 
rs vised to read as Quoted below* 




* * -x- -* * 


(2) Depreciation on a contractor’s plant, equipment, and 
other capital facilities is an allowable element of con- 
rac costj provided that the amount thereof is computed: 

(i) upon the property cost basis used by the 
contractor for Federal income tax purposes 
(See Section 167 of the Internal Revenue 
Code of 195k)} or 

(ii) in the case of nonprofit or tax-exempt 

organizations, upon a property cost basis 
which could have been used by the contractor 
for Federal income tax purposes had such 
organizations been subject to the payment 
of income taxj and in either case 


(iii) 


by the consistent application to the assets 
concerned of any generally accepted accounting 
method, including those recognized by Section 
167 of the Internal Revenue Code of 195k* 


Depreciation should usually be allocated to the contract and 
other work as an indirect cost. The amount of depreciation 
owed in any accounting period msy, consistent with the 
asic objectives set forth in (l) above, vaiy with volume 
of production or use of multi-shift operations." 

S e a ^J 0I \ e its f °™er request for consideration^ 

of addxtioa&l language' to be added to aobparograrti (iii) 
which would, in effect, have provided that the depreciation 
allowable under * contract would not exceed die „* 

authorized under the Internal Revenue 

tract SnSrjSZf that disadvantages of holding con- 

final dft+P^rrrin!+- f ° r * ndetennlnat e period of time until 

d ®r eImna J lons of depreciation had been made by tax , 
authorities °r by the Courts outweighed the advantages C * 
sought by the additional language. t 


It. Case 53— lilt - Revision of Section XV . Consideration of the special areas 
subject to i Lsion or review at the Special M ing held U/6/56 was under- 
taken in the following order; 

15-201.2 (p) Patents . (Page 12 )o The last line cf the edited draft, 
dated 29 March 1956, was revised to delete the words "by the 
Government" and substitute therefor the words "where title is 
conveyed to the Government*" 


15-201.2 (o) Overtime . (Page 12 ) 0 The members were advised that the 
OASD (ftP) had no objections to revising AS PR paragraph 12-102 to 
be consistent with this paragraph. Accordingly, the Staff will 
prepay a revision of. ^2-102 for consideration* 

ll 4 ‘ 

!| 15-203*5 General and Administrative Coats. (Pages l and 5). Thi s 

ti vaxtograsiimm aenjaed~Ao 555 ■*» ~~ 

"15-203.5 General and Administrative Costs * General and 
administrative costs consist of items of cost attributable 
to the overall management, supervision, and conduct of the 
business. Such costs shall be allocated to all work of 
pie Contractor, using any recognized method of allocation 
if equitable results are thereby obtained* Allocation of 
general and administrative costs on a total cost incurred 
basis (exclusive of general and administrative costs) is 
a method which generally produces equitable results. Other 
methods acceptable where the circumstances are appropriate 
include allocation on the basis of; 

(i) processing costs (direct labor, factory 
overhead, and other factory production 
costs exclusive of direct materials); 

(ii) factory input costs (processing costs plus 
direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method 
is available)." 

15-203.1 (b) General . (Page 3). This subparagraph was revised 
to read as follows: 


"15-203.1 (b) The method of allocation of indirect costs 
must be based on the particular circumstances involved. 

The objective should be the selection of a method which 
will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts 
shall, in order to be acceptable, conform with generally 
accepted accounting practices, provide uniformity of 
treatment for like cost elements, be applied consistently, 
and produce equitable results. A previously acceptable 
method shall be subject to reconsideration when: 


(i) 


(ii) 


Any substantial difference occurs between 
the cost patterns of work under the contract 
and other work of the contractor; or 

Any significant' change occurs in the nature * 
of the business, the extent of subcontracting, 
fixed asset' improvement programs} the 
inventories, the volume of sales, the volume 
of production, manufacturing processes, the 





Page 21* 15-20U«2 (aa) (I)# The third word reading "contractor's" f 
— " was deleted® ■ 

15-20U®2 (bb)« This paragraph was reserved® A Special 
Subcommittee was established to consider this problem 
as a special case, presenting a revised coverage on the 
subject of training costs® la taking this action the 
Special Sub committee was requested to give consideration 
to inclusion of a reference on page 26 when their efforts 
are completed* The Subcommittee was further requested to „ 
f coordinate their efforts with the OSD Office of Manpower 

Supply® Members designated to the Subcommittee were: 

v3 

Army - To be designated 

Wavy - Mr. A. C* Sawallisch, ONM (Chairman) 

Mr, James Ruttenberg, OCN 
AF ~ Mr. P. M. Southwell, AFMPP 
Mr. W, L. Latta, AFAUD 

The Subcommittee was requested to present a report for 
consideration by 7 May 1956® 

I 

Page 22 . Approved# ■ 

Page 23 » Approved# 

Page 2 ho l5-20iio3 (i). The Committee deleted the reference in 
parentheses' at the end of this paragraph# In taking 
this action, there was general agreement to specifying 
the period and amount in part 1 when rewritten, with 
an appropriate cross-reference# 

Page 25> 0 Approved® 

Page 26 ® l5-20li,3 (2) (xi)# The words "special tooling costs" 

were deleted and the word "taxes" substituted therefor# 

l5-20ii«2 (2) (xii), Training Costs, was deleted in its 
entirety# 

15>-20li#2 (2) (xiii). Travel Costs, was renumbered to 
(xii), 

j i 

j| 

The Navy legal member called the Committee's attention to the Editing 
Subcommittee ' s report of 27 February 1956, in paragraph h of which the * 
Subcommittee covered the subject of side agreements® It is understood 
that this matter had been the subject of discussion by the Procurement 
Secretaries in the spring of 1955* 

With the above action, further consideration of this subject was t 

deferred until the next meeting to be held h/lO/56# *$-' 

- 



Ji- revised the paragraph was ref ei * ed to the Editirg 
Subcommittee, with the request that the edited 
language be presented by the next regular meeting 
(10 April 1956)* 

l5-20u o 2 (n) (6)* The semicolon following the phrase 
"whichever is lower" was changed to a comma and the 
following language added: 

"unless factors. other than. price warrant allowance 
on the basis of the cost to the transferor;"* 

Page 12 * 15-20U*2 (n) (6)» The word "either" appearing before 

(i) was deleted* The period at the end of the paragraph 
was changed to a comma and the following language was 
added: 

"whichever is lower, unless factors other than 
price warrant allowance on the basis of the cost 
to the transferor*" 


I5~20lto2 (o)« The Staff will undertake action to 
determine whether a revision to paragraph 12-102 
may be madw in order that paragraph 12-102 be 
consistent with this paragraph* 

l5-20ii*2 (p)* Tlie Staff was requested to clear the 
need with the Patents Advisor of .the inclusion of the 
words "or on behalf of" in the last line* 

Page 13 * Approved* 

Page lit * l5-20lu2 (q) (3) (iv)* The Committee agreed to the 
inclusion of a note in the Minutes that under this 
paragraph the parties can agree to (A) or (B) for the 
individual periods under the contract* 

l5-20ii*2 (q) (3) (iv) (A)* The second word "all" was 
deleted* 

Page 15 * 15-2011*2 (q) (3) (iv) (B) (II)* The words "or gains" 
were inserted after the word "credits" in the sixth 
from the last line* 

Page 16 * Approved* 

Page 17 * 15-20U«2 (u)* The words "such factors as" were 
inserted between the words "of" and "the" in the 
second line* 

15-2014*2 (▼) (2)* This paragraph was reserved* 


Page 18* Approttedr 

15 - 20 W tr)b) i 


Subject 




<, — - 


* , C 

* 


Page 19 o Approved* 
Page 20 p Approved* 




\°s£ 




Page li a Delete a comma in paragraph 15-203 - 

Paragraph 15-203,5, .The Air Force member recommended 
that everything after the first two sentences of this 
paragraph be deleted* After considerable discussion 
this recommendation was rejected. However, subparagraph 

(i) was deleted in its entirety. Subparagraph (ii) was 
referred to the Audit members of the Section XV Subcom- 
mittee for clarification, with the request that the 
revised language be presented for consideration at 
the next regular meeting (10 April 1956), Final 
decision will be made on this paragraph after 
revised (ii) is reviewed. 


Page R-ifezWedy hsTtels- saw iqg-ps-rsq r.-g bzzbzci t. 

Page 6- Approved, "reserving subparagraphs -(d) and (•) of 
l5-20li,2. 

Page 7 , 15 - 201,2 (f) (2) (i) (ii) (iii)o These subparagraphs 

were revised to read as follows* 


«(i) is confuted upon the property cost basis 
used by the contractor for Federal income tax 
purposes (See Section 167 of the Internal Revenue 
Code of 195U)j or 

(ii) in the case of nonprofit or tax exempt 
organizations, upon a cost basis which could 
have been used by the contractor for Federal 
income tax purposes had such organizations 
been subject to the payment of income taxes, and 


(iii) is computed by the consistent application 
to the assets concerned of ary generally accepted 
accounting method, including those recognized by 
Section l67'of the Internal Revenue Code of 195U, 

In no event . however, shall a greater amount for 
de preciation be allowed than is authorized by the^ 
Internal Revenue Code , 11 

The Havy member objected to the addition of the 
underscored language pending further study o 

As revised, this paragraph was referred to the Editing 
Subcommittee for editing, with the request that the 
edited paragraph be presented for consideration by 
the next regular meeting (10 April 1956), 


Page 8 , Approved, 

Page 9 , Was approved, subject to further editing of the last 
sentence of paragraph l5-20l* o 2 (j) (1), which was 
referred to the Editing Subcommittee with the request 
that the edited language be presented by the next 
regular meeting (10 April 1956), 

Page 10, Approved, subject to the deletion of a comma in 

15-201*.2 (k) (1) (2). 

Page 11 , 15-20U.2 (n) (l). This subparagraph was modified to ^ 

add the following words in parentheses: < 

_<V 

"(for correction or defective work see the ^ 

clause of the contract relating to * Inspection 
and Correction of Defective Work 1 )•" APR 6 195B 



5£-44 

/ 

i 


Revision of Section XV ^ 
Contract Cost Principles 


M 


Editing The members were advised 

a report on this proolem 
•t vjould be presented by \ 

11 11, February 1956, 


Case. 53-44 - Revision of Section XV. - Contract Cost Principles , A report 
Zr'the Chairman of 'the Editing Subcommittee pointing up certain-areas requiriij 
he solution prior to final editing was noted and further consideration deferre 
until . the ne?:t meeting© In the interim ;the Editing Subcommittee was requeste 
to meet., with the Section XV Subcommittee in an effort to resolve as many of 
thA areas a.$ possible and to report on' their accomplishments at the 6 March 
1^6 meeting 6 .FEB 2'Z- ;itS ' 


Case ?3-4|4 - Revision of Sec tion XV - Contract Cost Ph^mwu.’ 

l d h t £ e rt nen ^ erB that *** Suocctnmittee was still studying 

^he prod era which had arisen with respect to n Pension °lanci tt +v, 0 + • + * ® 

«ould be presented in »en Se «p^ 

xs received the members till be contacted to detennine the need of - 

meeting to consider the problem. ^ “ p L 

to ^ Wttee determined 

Mein Kavy Building, to cLider tteVenof “S “?° h °“«, ^.room £216, ' 

problem. * 3 ^ 116 report of Editing Subcommittee on ..this 


11. Case 53-44 - Revision- of Section YV _ Pr,~+ o p u ... 

lie^h- e C o4.1tt pl f ing t the ed “ ln * 

meeting S Fr4tf 23“ ™b ?o«T‘ ed n0 

but that the report if avail a hi? h to consider this problem 

r, solar neet!^ ’ fc ^tt56 C0M “ eMd at the neIrt 

ires?»CoSrci2 e TvS P vr e 4 an bility b ° ^certain what the 
eonnectioTh- , ‘°f untl "S Systems" encompassed. In this 

is to be m^itSSf o lSnitio“ at f e 4° f T 0rd that if «>« action 
- gful «_ definition of this phrase should be included. 


13. Case 53-44 - Revision of Section XV, Part 
Subcommittee advised that revised copies of th: 
by tl'ie Section XV Subcommittee and the Editing 
by Friday, 30 March 1956. In this connection, 
that Jthc revised report could be considered at 
held 3 April 1956. 


_2. The Chairman of the Editing 
.s part jointly being considered 
Subcommittee would be available 
the Chairman expressed a desire 
the next regular meeting to be 


The Chairman further advised the members that instructions to the Staff with 
respect to the three issues: covering . aJ irf. enr > ! a - 

• :n ~ : - ■ -e.. Jj * : ' V t ' r .. ." r J * 1 ...--ST . -:j c : v-3 ' .. 

Profit Sharing, 

Contribution and Donation, and 
General Research 


MAR 


o 7 io- 


* 

i 

i 


were- to be accorded the same treatment now provided in the current Section XV. 


i 



Of Part 2, Section XV. A Staff proposal present* 
f Ca8e 53 “ 44 "4% 15-204. ib , insurano"e~d Indr rifioation, wae'oon* 

iss’^ssix I SS.«» - - *»:«“ **«■« *r 

oommittee as shown below* 


"15-204.15 INSURANCE AND HDEldfllFICATION. 


a. Included under this item are (l) those types of in 
surance which the contractor is required to carry under the terms of the 

+ or v v Boecifio instruction of the contracting officer or his 

:“roru;d°r4LrtS^ l (.e. 

narily required). (2) ary ether ineuranoe for Jefto third 

seeks reimbursement under the eentraot, and (S) liabilities to third 
persons not compensated by insurance or otherwise. 

b. The contractor shall be reimbursed for (l) insurance 

reauired to be submitted for approval or required to be prooured an. • 
maintained pursuant to ASPR 7-203.22. and (2) other insurance maintained 
b the contactor in connection with the performance of this contract 
if the extent of coverage are in accord with sound business 

practice" Ld the rates are reasonable under the olrcumstanoes, subject 
to the following limitations or restrictions* 

l 

(i) Costs allowed for use and oocupancy insurance 
will be limited so as to exclude coverage , of profit, 
interest, federal income taxes, and.any oliier items 
of expense unallowable Under., this part*. 

• (ii) Costs of insurance or any reserve covering the 
risk of loss of or damage to Government-owned property 
are not allowable except to the extent that the Govern- 
ment may have approved or required such insurance or 

' reserve. 

(ill) Cost of a reserve for a ineuranoe program- 

are allowable provided the program has been approved by 
the Military Department eonoerned. • . r 

(iv) Costs of ,insuranoi':bnf the' lives of. Officers, 

s .partner,? .or-proprietbrV, are hot allowable except • 

\ ; • where suoh insurance', is' part of an employee plan whioh 

I . is not-, unduly, restricted. ' 

o. The obligation of- the Government to indemnify the_ • 
contractor will be allowable only to the extentexp^sslyprovidedfor 
S the contract .(For example, see ASFR 7-203.22). Except as otherwise, 
expressly provided in the contract, actual' losses not reimbursed by 
insuronoe. (through an approved self insurance program or otherwise;, 
are not allowable • n 

In further considering paragraph 1^204. 34(b)(1) the Committee q^stioned^ 
the advisability of providing for an allocation of cost to all gepe. 
search work of the contractor if the concept of ■ proving an alliance 
of the cost is specifically covered in the oontraot. The Committee heter 
mined that as long as this conoept is retained no provision for 
cEionwas required. Accordingly, subparagraph (A), reading as follows, 

was deleted: •*= 

w 4^1 extent suah ap& t »: ac«* allowed^ they W4i4 ,b« 

cqu-Uatly a41ee«.*e4 *e all. week ef the eecteaete* f* k€f! 
iksa its / independent geaeeaj? a»4 related reeeareh*. 

. With this action corrected copies of Part 2 of ^otion ^ XV ® 

tl the legal members for their respective members of the B^ing Sub ^itt 
ii order that editing of the draft oould be undertaken. ^® E ^ t ] i 3 S JanuarY 
cmnmittee was requested to provide a report for oonsi derail on y J 

1956. nm i r. isrs 




-.X-5-204«&wa- The seventh- »e£tiehe©‘«ajB-~Sevit.^3' : to read: * 

. * '■ "'T:' '“^"5 r * ' 

"If a oontraotor has but .pne pr re'lktively f ewGovernment 
contracts, an appropriate 'opjatrejctuial provision 'may be used 
' '.to preserve. the Governments ^inteyest by providing for 

retrospective accounting 1 and any neoessary adjustment to the 
pension plan cost incurred .tfpder . the contract •" 

yvith this modification, the phr^graph was' approved* 

15-204.8 Contributions and. Donations# ].’ Copies of the Air Force 
minority position with respect, to this paragraph, which was isolated 
as an issue at the 11/22/55 meeting, were distributed to the members 
for presentation to the Material S,eor>e.tar.J.e8 and the Assistant Secre- 
tary ot’Defehse. tS&L) aa'an’-iBStta.---. " ? ' 




As modified by the AS PR Committee the'SuboomirAttee report was referred 
to the Editing Subo ommittee for editing» ; ; Ihe Editing Subcommittee was 
| requested to provide a report for consideration' by 10 January 1956. To 
j’ facilitate editing, the Staff, will provide merger b i>f the Editing Gut— 

| oomraittee with - a clean draft of the report# r ' ; ^ 

l Q£C 0 l — *' 


2. Case 53-44 - Revision of Part 2, Section XV, In approving the minutes 
of th/ 12/6/55 meeting the Air Force requested that the last sentence under \ 
paragraph 15-204*35, Royalties and Other Costs for Use of Patents, be revised 
to express the concept in two sentences rather than one* Accordingly, this V 
sentenoe was rephrased as follows: . 



"Charges for the use of patents, where the Government has 
a lioense or the right to free use of the patent are un- 
allowable* Charges for the use of Patents where a patent 
has been adjudicated to be invalid are unallowable unless 
otherwise provided in the contract*" < u tb 

OtC 1 V9+*. 




Th« Subcommittee report of 1 November 1955 was further considered on 
a par ~aph basis, as followsi 

15-403.3 presented by the Subcommittee was approved. A Staff pro- 
posal to revise this ' paragraph was rejected. 

15-204.15 - Insurance and Indemnification . A revised outline of 
this paragraph developed \>y the Army legal member, was distributed 
to the members. Considerable disoussion centered around the 
variance in the language of the first two sentences of subpara- 
graph b. and the language contained in the clause, insurance - 
liability to third persons. The Committee requested the Subcom- 
mittee Chairman to redraft the entire paragraph to achieve con- 
sistency and a oross-referenoe of the olause and present same 
at the next meeting. 

15-204.34b(i) Copies of a revision to this paragraph starting 
with the third sentenoe, developed by the Air Poroe member, were 
distributed to the members. The paragraph was then discussed 
at length. As a compromise the Committee revised (i) under 
paragraph b to read as follows and tentatively approved the 
paragraph, subject to editing, the Navy and Staff positions 
being reservedi 

M (i) General reaearoh is that type of research whioh 
is direoted towards increase of knowledge in scienoe. It 
is researoh where the primary aim of the investigator is 
a fuller knowledge or understanding of the subject under 
study, rather than a practical application thereof. The 
oost of Independent General Research (that whioh is not 
sponsored by a oontract or grant or other arrangement) 
shall be allowed to the extent specifically provided in 
the contract. 


(A) To the extent suoh oosts are allowed, they 
will be equitably allocated to all work of the contractor 
other than its independent general and related researoh. 


» A . 7 


_ rr 


(B) Generally, the contractor shall be required 
to disclose to the Government the purposes and results 

eia.Tfc or "■■r*.-- 

■ . r*r> r to .rr sj : c i* esi; o3 iwi" 


’!■? 

- k. * 




ly ooiJoeo ,r . — — 

ehal 1 be given 




rpeoqoTq' a "io izlnK 


l 


i'v X ■ 


T 


a. Scope, ;naW? (ind quaUiiy r of the bontradtor » s " independent 
general reisekfoh' ptograi#* : ”• • *'• • 

The capability of the contractor ' in the particular research 
field#' : r - : 

o# Benefits which may accrue to the Government • 
d# Comparison of size and t oost of contractor 1 previous years 1 
r . research programs#" '*?.-• •. T * 

?k 0 .proportion of business the contractor's 

total business*" * ' ^ 


* 

In considering the paragraph the Committee also determined that the Govern- 
men. s position versus Industry's position with re'speot to general research 
Pr 0 sented to the Material Secretaries and the Assistant Secretary 
of Defense (S&L) as an issue with industry# 1 


15-204 • 34h : (li^‘^p^eve^; ; * # , 
15-204 «34o approyo4« • 4 . f * 

15-204#26o^ The seoond sentenoe was ^revised to read: 


cs 

N? 


f 

t 


l 


Such costs may include excess contributions to the extent such 
.v. COI *tributions are claimed and allowed for Federal Income Tax 

j _ ■ •. V' • v ■ - j* ' * A 


purposes in the current. ta^j>le year.1* 
v/ith this modification the paragraph was approved 


; 


/ 



The minut of the ! ll/22/$$ : me6tihg .were. .^H^er mbaified as 
follows t " 

Item 3. Case. $3~Uv^- Se ®tion 

: v Paragraph lS*20lu2lu The paragraph was revised to read: 

"This item c&rigUsts-df - the premium per^^n of pvertime^ 
extra pay shift arri multi -^u^ 

iToi.v.«*=3ii5^wsBffl5 r w c #^P^^® 

either dii^^l^^tS^kWTk^aF c ' 




LdentlfM. 


* 


x 4 4 

of overhead, ’suo'h pKemiums shall not be J 11 ® 1 ^ 4 ® 4 
therein. Cost of suoh premiums on direct labor are 
allowable only to the extent expressly provided for 
in the oontraot or otherwise authorised by the 
Government. Cost of suoh premiums for indirect labor 
is allowable without prior approval, if reasonable, 
and the cost is allocated on a pro rata basis to com- 
mercial as well as Government work. See ASFR 12 “ 1 ° 
for further information concerning the polity regard! g , 

such authorization. The amount of such P r ®“J^ ®° 8 * 
charged on Government contracts shall be equitable in 
relation to the amount of suoh premium ®® s ^ ®^® 4 
on non-Gove mment work being concurrently pe J f ® rQ ® 4 
in the Contractor's plant and tne factors which neces- 
sitate the incurrence of the cost. , 

The minutes of the 11/29/55 meeting were approved with the following 
revisions: 

Item 2 - Case 53-44 - Revision of Part 2, Seotion XV. 

Paragraph 15-204.34b(i) was revised to read: 

"A proposed subparagraph c. presented by the Staff 
was considered L d rejected. In lieu thereof the ^ 

Committee suggested the insertion of the foil ^ 
first parenthetical expression in the third s 
of (i) which would read as follows: 

"The allocable portion of 75% (o r such other 
percentage as may be agreed upon and set forth 
in the oontraot schedule) of the allowable costs 
<£ a contractor's independent general research 
(that which is not sponsored by a ° ont ™ c t ° r 
grant or other arrangement) shall be allowed 
in all oost-type oontraots under the following 
conditions : " 

However, the positions of the Departmental " K » iera j 

with respect to this change was reserved. ^ 6 1955 ] 


2\ Case 53—44 — . 1st on of Part 2 , Section XV . yies of a memorandum , 
from the Subcommittee Chairman presenting revisions of paragraphs 15-204*25 
^L5-204.29c, 15-204, 34d and 15-204*35 were distributed to the members and 

#*'•*•* UMrnertiifrwvawtb fmrifie' 


I £ 


sr. 


® K * °* ® Ic -* 

• neoillc ani?t>£idfloo V* besinoriii/e esiwierido *to dcsvdnc 

lo^?04*2^ PATENTE^ENSES,. This item relates to such expenses 
as costs leading to the issuance of patents* costs required to 
search the art and oosts necessary to comply with invention 
disclosure provisions of the oontraot. The costs of searching 
the art in order to make invention disclosures, and of preparing 
disclosures and other reports, as required by the oontraot are 
allowable. The costs of preparing assignment and other papers 
in connection with the filing of a patent application by the 
Government and any oJ&^r .such.' Costs are. allowable, upon the 
written authbrizatipp.nf the • oohtradting officer. The cost 
.of researoh and development work is treated in 15-204.34. 

(See i. .also < paragraph ^ 15-204.35 ) • " . 

' ‘ As revised the paragraph was .approved, subject to editing. 

15-204.29o reading as . follows. was approved: 


"15-204.29 PROFESSIONAL SERVICES - LEGAL, ACCOUNTING, ENGINEERING 
AND OTHSR .''"r"’.' Ty ^ “ ' 

o» The oosts of legal, aooounting and consulting services 

and related expenses incurred in connection with organization and 

reorganization* defender of anti- trust suits, and the prosecution 

of claims- against the . Government are unallowable. The costs of 

legal, accounting and. consulting services and related expenses 

incurred in Connection with patent 'infringement litigation are 

unallowable unless otherwise provided in the contract." 

• * 

15-204. 34d reading as .follows .was approved: 

" 15-204 .34 RESEARCH AM D DE VELOPMENT 

..... ... y, \ 7 . 

d. Research .and development oosts (including amounts 
capitalized), regardless of *the nature, which were incurred 
in accounting periods, prior to the award of a particular 
military contract, will not be allocated to that contract 
unless allowable as pre-contract oosts (Paragraph 15-204.28) ♦" 

15-204.35 reading as follows was approved: 

• * . . 

" 15-204.35 ROYALTISS'A'NU OTHER COSTS FOR USE OF PATENTS . 


ir 
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This item covers amounts, paid, or payable for the right to use 
patents or inventions. Where: the- Use of such a patent or 
invention is necessary for the proper performance of the con- 
tract and where the. Gpwar omen t\ does not already have a license 

or other right to us « , such 4 [patent 'or invention, the royalties, 
•mortisation of the dost of purchased' patents or other purohased 
patent rights applioable to oontraot promote or processes are 

allowable to the oxte»t v) »gfr%s>Ay iipga v t4 sd ^l4F a ilt»>h^fe j lB , '' ji 

the oontraot or otherwise authorized by the oontraoting offioer. 
Charges for the use of patents, where the Government has a 
lioense or the right to free use of the patent, or a patent 
has been adjudicated to be invalid, sure unallowable unless 
otherwise provided in the contract. n ConT'^ IHfeXT ^<r£ 


f 


! 



; 2 , Case 5>*UU - Revision cf Part 2, Secttoa IV. The Committee considered 
I certain points in the Subcommittee draft that required action subsequent tfi 
that taken l$r the C**mnittee in its 31/22/55 meeting. 3}\ese points covered 
the following subparagraphs! .. 1 

15-203,5 - The paragraph was revised and approved to read as 
follows! 

*The base period for allocation of indirect 
expenses should be representative of the 
period of contract performance and rtiould be 
sufficiently long to avoid inequities in the 
I allocation cf costs j hut In no event longer 

j. than the ooctraotor's fiscal year." < 

15-20U8 - The Air ^ Force nenber advised Ifcat the Air Fore# 

position for presentation to -the Material Secretaries , 
en thif problem would be presented within one weelc. 

I5-201u25 • 

l5-20U.3kd - • 

l5-20lu35 — A memorandum f rt® the Patents Subcommittee setting 
forth the viewa_,of the Patents S^be'oinniittee with 
req>ect te theae paragraphs was distributed te the 
1 meBb,er8# After a brief discussion the problem 

j was returned to the;&ectiofi *X7 S^dcii^ttee far 

i farther eon si deration in oatfunctitui with the •: 

Patents representatives ef the. three Departments. 

The Section XV S^cpisritt^^wa^ ^ 

provide en inte^i m ropo^^ai . the* next meeting 
and a final report by. 13 Amine** 

-v; *' " ? 

l$-20lu33b - Tw# al ternetive proposels t') subparagraph b* cf 
this subparagraph were ^distributed by the Navy 
menber? Aftef discussion the .Ceranittee adapted 


4*$ te&rj os e-wdz&Ti s?w 




-ari 


J bsne'xen- e-ev. 

i iumfW AAMB 

othendse in the o entrant* rentals specified 
in sale and le as e -h ack -og i wiuoftlh under (2) 
abc^e are allowable only to the extent that 
such rentals do not exceed nomal costa 
(such as depreciation* taxes* insurtvce and 
maintenance expenses) borne by the lessor 
which would have been incurred had the 
contractor retained legal title to the 

facilities?" 




l5-20U«3Ub(i) - A proposed subparagraph (c) presented by the 
Staff was e.onsi^ered and rejected? In lien 
thereof the Committee Inerted the followrlog 
first parenthetical expression in the third 
sentence nf (i)* which reads as fellows i 

•The allocabls portion of 1$% (rr such 
other percentage as may be agreed upon 
and set forth in the contract schedule) 
of the allowable Cb3ts of a contractors 
independent general research (that which 
is not sponsored by a contract or grant 
or other arrangement) shall be allowed 
in all cost-type contracts under the 
following conditions 3* 


« l5-20U#lSf - The Conndttee determined to place a period after 
, the word. a allowable deleting the woxtlu ^unless 

approved by the Department concerned** subject 
4 to editing? The Arny leg cl member vaa requested 

to present revised phraseology for this paragraph 
f # for consideration at the next meeting? 


15-203 o3 Consideration of this paragraph was deferred until the 
next meeting in order that the reaction of the Small 
Business interests could be obtained* j^qV ^ 9 Vr" c 



c* Th ® ®inat^a of the 22 Nbvenber 1955 meeting were approved with the 
^following modificationsi 


Item 3* Case 53-Ut . 
sentence was revised 


I 


■ Revision of Part 2» Section 17 . The first 
to reads 5 * 


11 In considering 
and the undated 


v 


the Chairman to 


9- 

1 


feUcMlag 


the Subcommittee report ef 1 November 195?. 
Army Audit Agency report, the suggestion of 
consider the report ec a paragraph basis 

m mda herfqeo^a o mttJxaoO erf I" 

WfaKVetmlWSVttHtes presented by the Sobered 

--1S-20?U- 
15-202.2 
15-2(3.3. 

15-203 
15-203.1 

Sibparagraph l5-20lw8. The first sentence was revised to readi 

“The Air Force raenber stated that the problem will be 
particularly dif.icult in cases involving industries 
J‘^T al 3 ed Primarily in defense work, such as the aircraft 
r^-n t *\ ose casee » contributions and donations, 

and nr.t £ ra «^’ Ca ^' P ur P° ses *411 be Bade by the Government 
ana not by the contractor, to such, beneficiaries and in 
such amounts as is determined by the contractor. Therefore, 
he Air . orce position is for continuing the disallowance 
as in the present ASFR." 

Subparagraph l5-20lu!5. 


lit*** 


The quoted addition to subparagraph 
"a" was revised to read* 



jjte_oblj ^atlcp of the Go vernment to indemnify the 
contractor will be all owabie only to the extent 

! Xpr ?!^' pr0Tide ? for ^ contract (for example, 
see ASFR 7-203.22).“ ^ * 

Subparagraph 15-2014.18, A parenthetical expression was added at 

the end of the first sentence, as 
follows* 

•(including the contractor’s contributed portion 
under cost— sharing R&D contracts)." 

With this addition the minutes were revised to read* 

ad °P ted 4116 Sob committee position as 
gisrifled that the portion of cost-participation 
contracts not reimbursed by the Government under that 
contract not be allowed as a cost on other contracts." 

l5-2Plu26d. The penultimate word in the quotes was revised to 
read "reversionary." 

15 20U.28 - The second sentence of the paragraph on precontract 
os s was revised to place a period after th e word 
contract" and to delete the words “and may be 
limited to a period ef time as well as to the type 
and amount of such costs." 

The minutes Were revised to read* 

vW m modified." 

* * v ^ (I 


formula approachsetfbrtk^i^th? 
draft but there was alee a general 
feeling that. an appropriate aethrvH 
of cont rol be^urther explored ." 


,\^ J - 


i 









15-20U.27 

15-20U.28 

15-2C4.2? 

•*0.: 

15-261*36. 

*■ *.*?! 


15-eoiuja. 

“ e " \ * 

15-201*32 


15-201*33 


15-20U.3U • 


15-201*35 
15-201*36 . 


-.The Committee accepted the draft as written.' - 

The Coitadttee accepted, the draft- as. written. 

; - With respect to subparagraph "o," the Committee 
.j- adopted theposi tion of the Subcommittee that 
. .^h legal fees are not allowable* . 

The Co^tt^' edppted the position of the i 
Subcommittee that all profits and losses on 
<di sposition ; of plant, . equipment or other - ■ 
'capital asset's be excluded in confuting 
contract coats. 


.•*Ae ftfbco*sd.iiee position ■ ' 

M-thafc apeptfifc of- those 

rec onver sioh exp ehses" which are allowable appears 
the best method of assuring .fair treatment of 
the interests of the. .Government and the Contractor. 


- The Committee - accepted .the draft as written with 
the exception that the second sentence was revised 
to read as follows t 


[ 


"It further Includes, the costs of operating 
an aptitude and educational testing program, 
travel expenses of employees while engaged 
in recruiting personnel^ and travel expenses 
of applicants for. interviews for prospective 
enployment." ' 


- With respect to subparagraph "b," consideration 
was given to the change recommended by the 

:■ American Institute of Accountants. Mr 0 Ruttenberg 
was requested 'to draft ..substitute language for 
submission to the Editing Subcommittee 

» The Committee discussed at length the Subcommittee 
approach with respect to general research. There 
was general agreement in the formula approach set 
forth in the draft but there was also a general 
fe e l ing that a dollar ceiling be coupled with such 
approach. Using this as a basic concept, the Staff was 
requested to* develop a proposition- for further con- 
sideration. >•; 

■ 3he Committee adopted the position- of the Subcom- 
mittee that- payments of royalties to contractors 
should .be circumscribed by contract provision or 
otherwise authorized by the Contracting Officer. 


• question was presented as to whether at least the 
protection afforded the Government in proposed ASFR 
15-202.1 should not be provided. However,, it appeared • 
that the protection sou & ht should be related to the 

.^In^ctixn.df Supplies and Correction : of Defects" j 

clausa (ASFR 7 —203 o5c ) . The Amor member recommended -v I 
that the Editing Subcommittee give consideration .; ' 

to insertion of the word "consumer* "after "'training* ' 
in the phrase "and training personnel in the use,". 

The Crasaittee accepted the draft? as written. J* 


15-201*37 



l$-20li©22 « The Committee concurred in the recommendation to 

include "accountants fees" immediately after \ 

"at Wheys fee" id the second sentence of the 

>V .paragraph* 

15-2011*23' - Th'eOomndtW accepted the draft as written* 

fl5-*20U©2U - The Committee adopted the Subcommittee position 
J with respect to’ identification separately cf 

l shift premium and overtime© However, the 

paragraph was changed to read as follows i 

«l5*20Uo2li OVERTIME, EXZBA Pi g- SHIFT AMD 

MULXI-ShLt Hagfe , tala item 
consists cf the premium .portion of extra pay 
and multi-s hift payment’s tj> employees# Such 
premiums on direct labor may be classified 
as either direct oi* indirect labor costs, 
but the amount of overtime premium should be 
separately identified© , When direct labor 
cost is the base for distribution of overhead, 
overtime premiums shall not be Included 
therein* Cost of .such premiums on direct 
. labor are allowable only to the extent 
expressly provided for in. the contract 
• or otherwise authorized by the Government* 

. Cost of such premiums for indirect labor is 
allowable without prior approval, if 
reasonable, and the cost is allocated on 
a pro rata basis, to commercial as well as 
government work© See ASPR 12*102 for 
further" infonnatibn concerning the policy 
regarding such authorization© The amount 
, of 1 overtime and shift premium cost charged on 
Goveinment ooxitracts shall be equitable in 
relation to : .the amount of such premium costs 
charged oh nongovernment work being concurrently 
performed in the contractor^ plant and the 
factors which necessitate the incurrence of the cost©" 


l5^0u«3ad until the next meeting© ; 

l5r20Uo2.6 draft as written 
with the exception of the following changes * 


*' i5-20lu2^c > The second -sentence was revised 
to read *as followsi- •• ■ 


•Such costs may include excess contributions 
• . made in previous years to the extent such 

" ; . contributions are claimed-- and allowed for 

.^tax ^purposes in the. current taxable period© 

l5-20Ue26d - The next to the last; sentence 
was revised to read as follows* 


/. *If; a contractor has but one or relatively 
. few. Government contracts , an appropriate 
* contractual provision may be used to 

' preserve the Governments interest by 
providing retrospective accounting and 
refund .of . any necessary credits ©" 


! 5 - 2 Glu 26 e ~ Brin subparagraph was revised to 
^ redd as f ollows * 

‘ f • • ‘‘ y. . . • 

The allowability of costs of lurqp sum 
. N ‘ purchases cf annuities or of lump sum cash 
payments or perlodlo cash payment s made to 
provide pension benefits for retiring or 
ratted employees other than incurred 
under approved .pension plans, will be. 

. subject. tt 0 viadderation cn an individual 

' ‘ •" v " : , ..case ba? ; ; 


4 ? 


# 




>< 





03. c?se 53-u* - R ■ c S£: 

£%& ^cfu.tl'. SS®> xa- FEB 1 *55 ... 

• ‘ ,• -ws-noaed DC© Instruction* 

^policy In tin t 

1 2Srs»/a sssissi* —> ■* 

foment for w for the other mecaa. _ edification of the 

in tahing this 

fr& industry on the propos 00 nsideration 

by 15 i-Iarch 195 >« ^ v ' r ' x 



K f «*™ te-t of Section 167 of the Internal 

L'idusion Ox I'll- X =-- t ' wx 

Revenue Code of ISA . -true" depreciation. 



Case SJ-lOt - 

fart STli^SSjagl. _.!eS^- - 5 discussed at 


Case 55 -Wt - nenreciaaiu.. iirn-r^^- . —jp- jw.. tbs scaring 1 
fa rt 6, Sect ion SV *.*;$_ ■ &scusse & at J 

ubconnittee, presenting tne suojeol While the Conmi«ee 

en S th. SsTitf^sition, the Editing Subeonaittoe. should 

n^ySllo^s lines. ; 

, . of ^ interpretation. In the absence of a 

t^S!4f^ee«nt the interpretation applies to all 
n o*oeii** contracts# * : 

,Uh respect, to the .^ts ^1^“' 

^^^tog^ther^fo^tho* provia^M^o^.the statute. 


a* 


b. 


\ 


UXlxL2ii“b - V 

ie 

!r?erstandable in itself, .• &■ ■> 


45 ~ 20 Ji »38 Jhe Cc^^e accepted .the draft as written 

/ : •£* the **** »«aber recommended 

that the Editing Subcommittee consider rerisi-ng 
’ ^«defxmtion of “special tocling" to conform 

^ posedb7 

l5 ~ 20 M* - 9 ?^^e;.edbpted'.the Air. Force minority 

position with respect to subparagraph l5-20li O 39a(3) 

• of the Subcommittee on 15-Sli,39b. - 

15-20^ -^e. Committee « edited the Subcemraittee position : 

. >dth respect to the iion^allowabiiity of costs 
• incident to exhibitions* T . 8 

!5-20lul»i ..n Ihe Committee accepted the draft as written, 

l5-20l*,l*2 - Ihe Committee accepted the draft as written with 

5?f ^e tewy member requested that 

.he Editing Subcommittee consider that line 5 cf. 

nrnvfH C ^ n +v,^ >ara ® ra ^ ^ Jre ^ s ®d to read* 
provided the contractor 'follows a consistent 

precede which provides for equitable resets <v 
dn this respect, j\> 


t 




15-2014,1*3 . - The Committee accepted the draft as written. 




l'iiSL t S d .2SSK!l' J? “s aret ph» tfe 

minting instructions should Poll • reached that departmental imple- 
<4 Pit 2 . Section Iv &f “r 3 ™«on*ble tl™ the publishing 

Won of Pert 2 would be ^ e d • tb3t 11,131 »»nWW 

possible, S at a ^sequent meeting, but as soon as 


/ 



I 


4 - rislon of Section XV. the meal-' s noted copies of the 

«JnmoS received from industry on iETproposed re.-sion of the subject 
£SEE£ ^he 0<wHtt« ChSrSm requested the Departwntel oenbers to Inpres* 
u^on their respective Subcommittee lumbers the need for expeditious comple tion 

of this project. JUL 2 6 1955 • - — 


15/ Case 53-liA- Revision of A3PR Section XV. The members noted an interim 
p/ogress' repo rt from the sub je ct . Subcommittee , included on the agenda. The 
Committee extended the time for. a final report until: 27 October 1955. QCT 4*''i955 


-■ t 


|*rt£** 



Lsion of Part 2* Section XV. Coasideration of a report f 
, HSVMrWM A . Jubccndttee,* prwentin* T revision of Part 2, Section j 
XV/w as deferred at the request 6f tha ii/ Force member until the meeting j 
•r 22 Hovember 1955* MOV 8 1955 . 


•se 53-Ui • Re 
k the Section 


Case 53-Wi - ReviffUn of Tart 2, Section XV . XnVottsidering the Sub- 
„_idttee report, the suggeetidn of the Chairman toftsphsider the report on 
paragraph basis was adopted. The action of the Ciuoiittee resulted in the 3 

followings ... ■ V 

c , . » * • *' . j 

15-200 - In considering the Industry posipAn that a statement 

be included to the' .effect that Sec^Lcn XV is not applicable 
to ' fixed— pried contracts /including ^oeawith price 
redeterninAtionproviprins j the ; qaestipio was presented as 
to whether itwas necessary to preclude the application 
■ rf the principles to certain types “of cqhtrafetso It 
was Stated that a Separate Part ^or Section XV will be 
developed to cover facilities' contrasts* The Committee 
determined that 'the ^ Notes and Piling Instructions" 
covering the ASfcR Uhange Which will include Tart 2 
should contain a note that the use at the principles 
is not precluded in connaction with facilities 
contracts pending publication of that Tart of Secticn 
XV which will cover facilities 'contracts* 


/ 


\ 


/ 


15-201 t The Committee adopted the Subcommittee position that 
■the new criterion "significant deviation in the 
established practices of the contractor which sub- • 
stantially increase the contract costs" is ' only one 
... cf the factors affecting, allowability of costs and 
does not take anything aw$y f tt® the. contractor. 


\ 


/ 


5-202' - Accepted the draft as written. 


/ 


15-203*2 --Discussion centered around the parenthetical phrase 
"(including independent research projects)* as eeh ,. 
forth ih 15-203*2, the Air Force. r^warwndatiVh with <\ 

respect thereto, and the relationship of ..the phrase to 
l5-20U*34c*. ■ It was the determination of the Conmittee^ 
that the otatedphrase should be deleted and' that 
: "(see ASFR l5-204*3hc)"; should be inserted in l£eu 
thereof *. The CcsmdLttee also determined that the 
second parenthetical phrase ih l5r203*2 "(exclusive 
«5f overtime premium)" ^odld“be changed, to read 
* (exclusive of overtime, extra pay, and multi-shift 
premium)** . •• . .• 


# 




‘A 

"V- c4 » 





I • 

and -that there was no conflict between uus 
‘ -J^£ph end 15 - 201..10 end 1 S- 20 U.U 0 . 

15-20U.12-1U - the Committee accepted the draft aa writte 
15-20U.15 - ^;^ e -^JS < %^e5S^ d & tto 

’* ^£££."5 ^SSded 

* aubparagr.pt «a". 

' “The coat of indemnification «U1 te «£”«t> le 
. ' ™aj to the emtent erpressly pr«*jj— *— 22).” 
the contract (for example^ aee iS» 7-203.22). 

It ma also determined that ^parefSrsh ** *«“ 

be revised to read as follows: ^ .... 

« c# The costs of insurance oj a ^ e r J® erve 
coJerlne the riak of lose 

a ”*TSfS?«tertSS to Government 
• or- re serve a” . 

with theae tons-* sl&^to'toSd® 
JSSSS-gSrSS' .fth^apect to coverac. tit- 
these cost elements » 

lS.20L.i6 - Tha-Poraraittee adopted the Snb'ommittee petition 
15-20 luin ^rest be an unallowable costa 

I5-20U.17 - The .Committee accepted the 4r^f t .aa .Written. 

15-tou.ib - ^ p ‘ 

“frSffi hi the Governaentu^r^at 
contract not be. allowed aa a coat on other 
contract©©. 

is-tou.19 . 

ft****. 


\ 



\ 


y> ' 

>■ 7 1 *cJf -position 

iS.MU.2l -^i7„ c Sot 

«ba« With respect 

COT tS7oS“t£ to.r«S3S«^ eat forth 
i£“the draft* The Conmittee slso the 

? Subcommittee position -tfitb re spec of 

^i-allovabiUty of the coot wrlte-lown of 


o 

* 


I 


15-203.3 


ns. discus-ed thepropc-.tirn cf whether ary 

" C properly Allocable tc & G overnment 

m ^H.butirn expensed as related to saxes oi w .. 

■ to comraardal cuetoracr* should 

Lit be allowed* The Committee concluded that the 
paragraph as written Should ®^J e 
Staff discussing the preposition ^^. the^' 

Business Advie<c>r to the. Assistant Secretary cf 
Defense. 

- Ihe ; - ,^ r ;.. 

general^nd SolSstrative expenses was helpful 
and should remain in the paragraph* 

1^-20 V.5 - The Committee concurred in the Subomnraittee-v . 

15 position that there was no inconsistency oetween 

v; ; this paragraph and , The paragraph was, 

■ however, revised to* read as fellows* 

. "The base period for‘ ( alledation cf inoirect 

' . expenses Should be representative of .the 

. - period 6f Contract performance $rd should ; 
be sufficiently long to avoid inequities 
In the allocation Of costs*" ... 

15-2014 - The Committee accepted the paragraph as written* 

l5-20lul - The Committee adopted the Subcommittee position ^ 
• that the proposed instructions with respect to 
allowance of costs ef advertising Were not too 
restrictive© 

.5-2014,2-5 - The Committee accepted the draft as written on 
theseparagraphs* 

l5-20li«4 - The decision with Tespect.tn the DOD position on 

profit .sharing is expected within the near .future* 


1 


ff 

1 


35.204*7 - The Committee accepted the draft as written, 

15-20U.8 - The Air Force member stated that because experience 
. U had demonstrated the difficulty of ^ n ^ ol ^ ne P ' A 
these expenses it was the position of^the Air Force 
that contributions and donations not be allowable 
•V . as costs* The Air force was requested .to present 
its revised' position to be used in connection 
with the presentation of an item for decasicn by 
- : the Material Secretaries and the Assistant ■> . 

Secretary of Defense (S&L)* 

l5-20lu5 - With respect to subparagraph "e;® the Navy_ member 
withdrew the Navy minority, position* In the 
discussion Which followed, the Committee determined 
that the following should be inserted as the third 
sentence in subparagraph "e®* 

•The r emaining undepreciated amount sh all be 
only the normal depreciation remaining after i 
the end- of the 'true depreciation' period and 
& ib 2 1 not include any amount of unrecovered 
normal or 'true depreciation' allowable during 
the 'true depreciation' period*® 


v 


The Editing Subcommittee may improve upon the v- 

verbiage of the concept expressed in the insertion. 



i 

I 




i 


5. Case 53-W ^eciaU°n 

^art 0, sec-d on OT A g j r* JLZ *_., jderation deferred until 
Subcommittee was brie r ^.^! ^Subcommittee to consider an alterna- 

SrreLSf«^ - ^ ^ 

"15-602.1 Applicability^nd^Effecttve ^* 1 ^| 

iiiterpretetion^rtains ^ctto existing 

and 15-205 (o). It xs elective -iw existing 

and future contracts; provided that, as reg ble ^ 

contracts this ^^^f^^eeSntin writing ^ 

1 3ppU=aW 

- <- ^ - SJ W .if - rfV goyi 

paragraph JSM * 

the members. After discussion the _ las ^sentence of paragraph! 

approved. The Committee further “ocfcfUf ^^nrittee approved the Octet 
15-602.2. Subject to these the Committee concurred 

sfsrsK.'s ?~^“'S^™ra.'2. t 2issss'SSi!' 
r,rss^ swrsEKffrJSss » — 

pretation, as approved, is quoted belowi 
■ n l5-602 - Depreciation. 

.. 15 - 602.1 - Applicability and 

ssrf s^-sgS-gHt. ■ 

5^TSi.rS "'“ti^oat-re^enent type 

contracts not completed at that dateexcept as 

%£%& T« £<*££££ £f°e£e 85 

applicable. i 

15-602.2 - All owa nces for Depreciation. Allowances fer 
depredation " (other than "true depredation ) “ IF 0 b- 
inSectLon 167 of the Internal Revenue Code of 195U, sub- 
ject to the limitations set forth in paragraph 15-602.3, 
shall be acceptable for contract costij^ purpeseo* 

Allowances for "true depfeciaUon," as ttat Um is defxnea 
in DCD Instruction Ulf>5.3U of 1 July l?5U, s , u . 
accordance with said Instruction, and shall be ® x ^ s ^® ts 

Z&'i&SZ 

of this Section. Meeting these tests way . ^^-Scular 
whether (i) the depreciation allowance in ^e 
case is acceptable for tax purposes, and (ii; 
of defense 'contracts ’is oh a basis consistent ^i 
cos ting of the contractor’s noh-defense work and is so 
reflected in its books and records." ’ 


I 


f 

/ 


/ 


\ 


V 


/ 


■ • k\/ •* A iArP 



The minutes of the 12/21/5U meeting were 



First sentence # Prior to discussion of certain issues in which 
positions had been reserved, it jjas. generally agreed that the 
following would be presented to the Procurement Secretaries, as 
a group, for information and resolution .where appropriate 8 

a* Major differences with industry, •• 

c* Those areas in which the Services are not in accord* 

15-20U.6 - Compensation for fersonal Services. "... *' * 

The Committee reviewed the proposal pf the Subcommittee 
as contained in their feport'of December 15« 195li and 
agreed that the proposed" subparagraph, (c) should be 
changed as fblio-’s: • 1 ' 

i * • • - - - 

15-201*. 6 (e), (f) and (g). A - ' 

The Air Force nonacceptance of the, principle set forth in these sub- 
paragraphs results in classifying this [as an is sue f (The issue, brie 
stated, being whether contractor, payments pursuant to * Profit Sharing 
and Stock Bonus Plans determined by pro fits 'are merely compensation 
measured by pro .its and are allowable for Reimbursement, or whether 
Payments pursuant to such plans are distribution of profits and 
therefore are not reimbursable as posts* ) To be resolved by'" the 
Assi^^^^ e^tery of Defense (S&LJ in conj{mction with the 


n .. _ lavn 107 

teym* Code of 195k) on the exiting provisions 
of Section Xv, It was generally agreed that 'the ASTR provision 
remain unchanged, that a press release be arranged on the topic 
t? r in ' ormation to the. public,, and that contempo raneou slv with 
Ae_presb release, appropriate, instructions be promulgated to”" 
field audit personnel* 

15-20 ho9 (e)'b# ' t 

:? 6 H f ntr ! Ct0r nay elect *° “s® normal depreciation rather than 
■the "true depreciation" as determined ..by the .3meV r geifey Facilities 
Board,^ However, the method chosen after such -determination of 
"true depreciation" must be follo-.ed" consistently throughout the 
Hie of -the emergency facilities#" . --t'—c. .■ .• 

‘ * • • • m ' * ' , • ^ T-\ . -sX/- * • * 

15-201*. 27 (f) - Pension and Retirement Plans. ; 

.After considerable discussion of: reversion credits 'and the methods 
by which arrangements can be made 'that are equitable to the Govern- 
ment, there was general agreement that the paragraph remain as 
written, but that the attention ,of the Assistant Secretary of 
Defense, OASD (S&L), and the Procurement Secretaries be directed 
^ !Je difficulty of this issue# It is also to be expl ained that 
of t the dra ft >111 be .issued as* an instruction# as it is n ot 
appropriate as a cost principle #. .The 1-Jrw member Irreed Trane 
tne issue, to be inclusive of mass severence pay, and rorward 
copies thereof to . the .Arny and the Air. Force# 

15-201*# 1*1 - Taxes# 

After the third word. "taxes" of the subparagraph add 
_(" including state income taxes'.") : • - • • - \ & * 


* Underscoring denotes change. 


JAN 4 



v 7# Case 53-14* ievisionof Ssetidti XT* Prior : ^cbasioflrjof certain 
issues in ifcich positions bad' been r ©served* . it *WAs . g8ie.raljy ; agreed that 
*ths following would he presented to the Procurement Secretaries/ AS a group* 
for information* ■. — '"-'L— : ' ,y; - •' •’ 

a* Major past differences T&th industry* _ - 

b# Those areas . involving a- change £Tom the current . I ■ 

. _ JiSFR ppsitioh^. and ' /*’ V 

c# Those areas in which we are not according to in&istry; • 
the treatmeh^ desired hy thea^ • - - . 

The members then commenced discussion of the following subparagranhsi . 

% * *• - ' • V - * • . ; i '*“* . t *. . 

V 15-aoWt - Cafeterias* Dining Rooms and Other Food Services# *- 
Principle modified and agreed to# L ^ 

. • * # - • • . V '• ■■ ’ ' ‘ 

15-20U»6 - Compensation for Personal Services# 

The Committee reviewed the proposal of the Subcommittee 
and agreed that the proposed subparagraph (p) should be . 
changed as folio's* “ .. - ‘ : ; 

a# At the end of the introduction to subparagraph v / 

c.* change the colon, to a cor.m and add the 
following* ■ •" 

"in addition to those set forth in 

stfbparagrapb (*d) (1^* (2), <7)* and 

(g) below*" ' • 

b# Revise subparagraph (ill) to read as follows* 

"for allowance purposes*, the cost of stock 
. options will be amortized equally over an 
appropriate period from the date the option ' 
is exercised depending upon \he terms of the 
option agreement#". . ’ 

The members accepted the proposal of the Subcommittee to delete the second 
sentence of l5-20l*#6 (d) (2)* 

15-20 lu 6 (e) and (f)« The Air Force nonacceptance of the principle 
5 set forth in these subparagraphs results in clupf^ing 

. . this as an issue (the issue, briefly stated* being 

whether contractor costs in Profit Sharing and Stock 
Bonus Plans are merely compensation measured by 
pro fits and are allowable for reimbursement* or 
whether such plans are. distribution of profits) 
to be resolved 'ey the Assistant Secretary of 
Defense (S Si) in conjunction with the Pro cur em ait 
Secretaries# DEC 2 1 1954 





lS-aoUo’f b (1) (iii) - General Research. 

I l5-20lu 38 - Severance Pay* 

4 15-20U.U1 - Taxes. 

The members further determined to delete from the revision, paragraph 
15-20U.U0 - Strikes and Lockouts - Expenses of. 

In addition to the above issues the Subcommittee was requested to 
Olar-Sjr tS l^g»g. contained in the follovdmg subparagraphs. 

15-20U. 22 - Materials and Supplies. 

Subparagraph b re discounts, and 

f Subparagraoh d - re pricing of materials in stock T *®re 

j * replacement cost differs significantly 

from book cost. 

. c+_ a .<‘-p ■nrw'n cal nresentinn: a depreciation cost interpretation givin 0 
e -^t Svenue SS^tiok, presented for interim use pendxng 

the promulgation of the revised Section XV, was discussed at . J? 30 ^ ^ , 
referred to the Section XV Subcommittee for redevelopment, *ath a request 
that a report be provided by 21 Decemoer 1954® 

The subject of clearing the proposed revision with tte Oorp*™ 1 ^' 
General's office vas discussed. It was concluded ^tit would^a highly 
desirable to informally present a copy to the GAO at th M tamo t 
proposal is referred to industry for comment. MOV a 0 1s54 

P F- DEC 2 Kb 4 a . b . o. 

i ^ DEC G 1954 


• 3;-*; ; ^ 

jj . ' ■■■■• .. n , Rpffiidmr Ifre +frwg /Snd the Specif #eetinp 

Snaring, in the second paragrapE, was revised to Jxad* 


£ 


A 

/ 




lbs fourth paragrmph;j»» rfvinod^ 



as follows* 


* ' :A.r ' 


"Subparagraoh e - Intercompany or Interdivisional 
Sales or Transfers," in lieu of subparagraph b. 

The fifth paragraph was , revised /to read as follows* 

"A Staff proposal presenting a depreciation cost 
interpretation giving effect to the new revenue, 
legislation, presented for interim *M -Pg*^ 
the promulgation of the revised Section X7, was 

discussed at lengfo,aggee£^o 

Section tl Subcommittee for 


referred to the SecUwu *. v« 

redevelopment, with a request that. a report be 

provided by 21 December 1954®” ' * 




I 


'■/ I 


f . . Tiie nfijiutes of the' 1D/26/5U meeting were ' ap^yef «ith the following .»■ 
jpodificatiom i 

^ Item 2. Case - Revision of Section 3ft - Cost Principles, 

The last sentence was revised to read* 

-The Air Fore. T -™d Ipr ^ ! 

nuroose cf goin g forward Wt reserved t..a ri-g.it to review 
fetn'areVrfee/a final subcommittee report is issued. 


(Underscoring denotes change)* 


NOV 2 Y354 


/ C-se 53-liii - Revision of Section XV, Contract Cost Principles. The \ 
0. Ucse nevisj-ot. if the allowabil ity for reimbursement. 

Air Fcce member presented the problem oi me an *' , , 

S contract costs under cost-reimbursement type contracts and. as to the . 

n of 5ection ; 

g, Members ’Fill consider this Rart at the n/30/51 meeting. W0 V17 ^54 
i^llttry ** pdd.iK. Il-w B^Ll2.1dVt 

discussion of rtSlSo^r to 

» Issues in which the Departmental positions 'are 
* and which may be resolved by the Doramittee ^t'a sub?e(luen 

I meeting, and . . , * •' ' . .. .. «:u‘i < 

I b* Issues where the Departmental positions! >re. \ 

which will require resolution by ithe Assistant \ 

Secretary of Defense (SiL) in conjunctj-pn *£* the ^ . . 
Procurement Secretaries# V r «■ ' 

The members undertook consideration of the' Subcommittee 
or pS “Til. Slue, for farther conaideratioD .Roared 1» t ho iOJlaamg 

subparagraphs l 


l5-20luli - Cafeterias, Dining Rooms and other Pood SfervideS. - 

* n — — ■ f T? iiii wifi lii ►. 



15-20U*6 f - Stock Bonus Plans* 

15-201*. 8 - Contributions and Donations* 

15-aoU 9 - Depreciation* 
l5-20lull* - Profit Sharing* 

1S-20U«16 e - Insurance - Officers, Partners, or Proprietors. 

15-20U*17 ** Interest and Other Fi nan cial Expenses* 

l5-20l**27 f - Pension and Retirement Plans* (In connection uith 

this issue, the Kavy member urged that consideration 
be given to the deletion of pension reversion credits 
a -prf mas s severance pay from the cost principles, 
presenting the proposal of the coverage of these 
subjects to industry in a separate paper, stating 
that both these items were deleted on the premise 
that one offsets the other* However, if industry 
insists on one, the Government will insist on the 




K 



9 Case $y Ml - 

^%bers noted and approved ££ fofthe completion of the project 

gating an extens^ °f the tsr*rt date 

Vmtil 22 June 19&* j UWl — 1 

12. Case $3-UL - Revision subject | 

report from the Section XV^S ■ f the pruoose of I 

revision was concurred ^ , Ser vices, bureau and Commands. | 

securing comments from bbe J ^received by 1 August 195UJUN 2.2 .1954 
Departmental comments are to ps ^ _r=_, — . 


t 


** “ >>joct V 

^bmnitto e, vice Mr. A. B. lhomas, AP AgD. ^ r > 

7. <mo 52-37 - Section VII - ciannftp Trico gj*g°| fggf;, 1 

fallal 

«**"« 

a t m . ^ ttM 

/followsi I 

< a. Should coats of profit sherihg plans he. allowabie tp .... ... I 

the extent recommended by the proponents in the 
report? ‘ ^ 4 ^ 


b. Should costs of st&cic bonus plans: bepallowahle? f 


/ 


Cl 


Should costs of independent research and development ^ 
be allowable? 


.v 


/ 


Both a* and b* were answered in the ^ 'S^f^ny C Slied *** 
directed toward the fact that ttjScoS nsatibn*Sh?ured by 

2S£*“t2^r«^^ 

emphasized# .• .y.!".'.- C' ')■ Bi ! ' * 'V. 

With respect to issue e*, it was determined that '^lated^f'^ ^ 
should be allovrabla if "applicable to the P* 0 *®*** ^ 

“general research," a division was made as follows! 


.\ 


/ 


( 1 ) 


(2) 


lliowabla^if <i) the cttitracto? * .business, is . , 
pre dominant ly commercial (i«e*, 7 S%. P? ®?F e /f « : 
mfSS^cSts Arte alnct aHooatejJ tp cw«f41 
work, (iii) the contractor submits reports or 
work 1 accomplished and, (iv>. the; hosts are reasonable* 

If the contractor »s business Is 

commercial, specifie proVision, must -be kade.1^.% 

contract for suph bests* t It Jf 8 ? 

negotiations for sh<^ costs cWrhandlp^ o^t^lW^.. 
in each Department 90 that -greater ■ tmif prmi^y^ 
be attained* *• ’ '• 


\ 


I 


The Air Force reserved the right to review both areas when a final 
Subcommittee report is issued* OCT 2 6 \954 

••*•■■ a v. 


a. 5S3 lg y ^T 

of Porto 1 d 2 of tto proposeg rs»ltt« or » ** a^trfiotod to tto 

sssjx 5S ***&» «* i^,?sr OT 

tottTjroSUTSog reproduced to ttat «**>««*» *• «■ ‘ 

members as soon as they become w all abl e# M OV 2 4 kK)3 


ifli Jbu^' W lterigio^^bg Wcttbn Xfr - Contract Cost Prlncipb fa» Croies 
S-FfcteV affl* 'Jfrl^iatxiteSd totbe »®bers* 'Ibe matters iere further . 
3 SS& that^t he-flabcoBmittoe Kfepett w t^h^ b«dx% prepay sgt^t 
Spi es -would be provided the ttpba^ ah yoo V tflie re^^ecaM^^ ilmle# 


11* Case 53-fiU-» Itaviaiim of Section 3fr Centrist Cost Trindp^b W Tbs' 
nembers noted a report of the. subject S 0 bMiBdtto 4 c p(pe^ - >.r 

3 and li of Ihe subject revision together with tbe~ oomnents Of die 6 f flee of*, , 
fhe Deputy Oceptroller far Aeceant^ ]^ QBDj outlliflng thfc 0dftptrollei , 8 
/Position kith respect to the issues unresolv^Jy tha 8 ufc 9 jsuB£lttea. -Coj»* [ 
//sideration of the reports were, deferred pending* the ds^iofa^t'of fiSpait- * 
mental positions withxespect tothe reports* q£q g 3953 - 


*rs; 55 » ^on- of fiST^ gg^ ;*;J£ - m 

fc2S2lSSd^ jC^ptrolOer) 1 

fc^^^^^ Oommitte. should ir-edietely urdertake, I 

.; y *. Recasting of the Subcfl^tse report in the &jmat of the 
\ nresant Sectian X?# 


( 1b. Deletion* of the pricing and accounting dates \ \ ^ \ : J 

e. ’ The revision to be. applicable only to cost-type oontrecta. 

d. Upon completion of the cost principles for cost-type 
, l eontraotSf to immediately undertake the development . 

/ : of edit principles applicable for Hxnd-^rics contracts. 

le teak m' Msistol te to » 3 toanltt*e ftr acccnpliahment,^ 

Tbe MBber. mr, furtor'slvito tot tb. I 
to r the' IS* Ctodtto, 

Assistant Secretary of Defense tC M i »Ftroil erj. prior vo w» f . 

~J la totortotog to. to* to Stoototto )?& 0 3§£* S StoSl \ 

departmental papers that would have a b ^!'^ g > ®“a^ hiS FF o ft <054 ' 

to complete their assignneftt on an expedited ht^ls# FEB 9 VA __ 


■ ■■ — — • . x> «*** 4 ftn Tt — -ftftn tr&ct Cost Principles* 

IQ nun $>401 - Bevisim of SeoUon ST rm ^ tiU|l| E^tS^T 

S cLiima read to Se SmKrs of Procureme^ 

purchasing and ContraOti^ Policiea W °^^ nt peached ty a P ^ 0 ® 1 of \ 

fesasg' 5 SsEsai-rn- * 

g^g^TsaLr» < 55toto. i. ** — -• 

lh/ Case 53toj|U • He via ion of S ection IT - Contrao^ * 

ea^srasfesE^KSjSt 



5, Case 53-Ul - Revision of y.V egr apb VV T&’Sf deyelopel 

I a brief discus sicn of ibs were advised that the Section 
W the Tax subcommittee, in theix revision of Section XV, 

I & -Satcamnittee , flS^SeSeotion XV Subcommittee accepted 

, Ihe memoers^were fitter aj^jw »at^ ^ included, with, minor raodifica- 
the report in aobstanoe . * tv* The members agreed that in 

U.OD, to te fl»i*2 ** ^rt^mb» itrSL-d»d tr «» 
•nlffort to oonserra tlae. tJetoJc<nBlttee^OT ^ ^ 

Canndttee aa-nbersjUpenreceipt, to , hr “^ ■e-k/fi-an data of 

“"T? “l2 L^SfS S^a Subcoomittoe report in Uida 

*• c “‘ s** - » e e L 


’ Case 5 villi - Revisi t of Section XV - Contract Cost Prln4& 8£: ^ 

31* case >>*14 i i mi* . xVft Patent s Subcomni' i/stee commenting o. r « the ■ 
na/Jbers noted P , r September 1953* together with a fe-sppleir.e’xvtal .« 

SKlrTto^ot^to J^SStUe Sud HS^bor W5S, >Weh the l 

S$S\£“ Section I» Subcomittae for 


17, Case $ Vljl; m Revision of Section XV» 

</ ^ Hw members noted Part li of Section XVj devel ope d by the ^ 
(/ Subcaaaittee, which was forwarded to the Departments Itor 
consents, ilth a request that comments be presented by • 
.21 October 1953, ... , 


/ 


k 


Consicteratioiv of lhe issue ms to XT should 

te incorporated in price jede te nTn i n atjon tlftim w on a 
mandatory or optional basis was deferred until the next J 

meeting at the request of the Office of the Deputy Controller » 
for Accounting Policy* OSD* . OCT 6 1953 


i# Case 53-J4; - Revision of Section XV# The Section XV Subcommittee entered 
/the meeting for discus^ on nf |, tJie proBTem of whether Section XV should pro vie 
* for the specific inclusion ty oontract provision of the revised cost principles 
in contracts containing price rede terminati on or incentive provisions* , It vbs 
dete rmine d to reserve action on this issue until the Subcommittee could present 
specific contract language for consideration* 3he tentative conclusion was 
at the clause should read that the principles were applicable to aich cod- V 
pacts as a guide only* The changes and the clause^are to be presented for | 
ansi deration at tbejb/aD/53 meeting* X 3 


/ 






\ 


i ®as 0 53-lili - Revision of geytinc XV, fte Seetien XV Subceraaittee • 
fctered the meeting for discussion of ibe problem of whether the revised 
•action XV would be incorporated' by reference in all price redetenninatipn 
and incentive clauses and, if. so, vAi&t type of contract provision was ■ 
appropriate for the purpose. After a prolonged discussion ?ith *e members 
of the Subcommittee and a representative of the Deputy Canptrollerjs Office 
«he Canndttee determined that there '.bb.no interpose "to Section: XV in these 
■®Suaes,' 3he Coo^ta«ller l e reprtsa^tottve did mot’: concur with the Ccmndttee » 
/decision, • The proposed wording to acccmpUsh this concept -was ^proved ty 
/the members, A special Group was designated to set forth in writing, 
subs tantiation on the .position Tor non»Anclusien and the representative 
of the Deputy Comptrcllar’s Office will provide his^written visits for 
mandatory inclusion, These documents will Ultimately be forwarded to a 
higher level for resolirbUa of the iosue, • 


limbeare designated to the Special ASHl Group to develop the Comid.tteet 
sitioa werei * *• . 

jLrny - Brig, Sen, W, R, AUai^ OS O-li 

• Havy - Ifr, 0, TJ, 'Bahnermai% (XM XGhairmanljJb 

; . AW m Cel. Ihos, W. Rvan* AFMPE 


1 


19 . Case Wi i 

.embers were infoirog 07 ^e nuia agreement was reached on ^ rw^iow™ , 

development of. revised Section W. , 

. - . «« *n accelerated basxs # t 


I 

f 


gOUlg AUA"**'* 

The ASPR on r a TimiiS 

cl it. a <m /4c -rrniT fynTn OH 1' •- «g* 


Assistant CaaptreUer for^coun^^^g^^^^h^j te 

asriSS*^ 

^iS^f^VT^troUer.. proposal nooldbe 
divided in the ibllo«ing order! 


a* 


Parts 1 and 2> and 


b* Part 3 * 

The membere designated to the Snhc«itt« to ondertahe the etui, -ere, 

® :fp^.»£ MU os aw, 

^ (Accounting) (To be designated) 

Navy m Hr* E# T# Cookj StA 

** Mr. A* C* Sawallischf ONM ___ 

AF - Lt. Cola H. T. Critchlow, AJMPB 
1 OSD - (To be designated) JUN 9 


1953 


16. Case 53-Ut - SS^^ -u l ui?" 

SflSS d 1 IiStS^esentati«B to the subject Subco-attee. 

/ subsequent to the neeiin^ »£» ..jj -sifted Art, Accoontins 
representative to the a ibjeot Sub committee, . JUN 


^ Force member of the subject S ubcoumlttee, jufl 3 0 19 53 


2. 

the Subcomnittee, 'f^^ p ^ ®^5 r ^ex»a proposal to revise Section X7* 

pas is r~ £SSS“»»"«a$- 

fexi.&’srsfsast — - — « — » 

Of this Revision* JUt 7 1953 

nv rod. - Revision of Section XT - Contract Cost Principles* 

^berfnoled *5 .^^SnSSfeOTE 

Which reccroaended that para^lph.l^JCUjlS be ^ T tafff had 

ikttee for consideration pn-an accelerated basip^ and j m ^ . 1 

referred the problem to the Tax Subcommittee for w ^®^ X q/ l /S ^ 
recomriendation, with A request that, a report be provided ty o/u/53«o 
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APARTMENT OF DEFENSE 
OFFICE OF PUBLIC INFORMATION 
Washington 25, D. C. 


IMMEDIATE RELEASE MAY 12, 1955 

DEPRECIATION PARAGRAPH INCLUDED 
IN ASPR COST INTERPRETATION 


NO. 456-55 
LI 5-6700 Ext. 53201 
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A cost interpretation paragraph, relating to depreciation, will 
be included as part of Section XV of the Armed Services Procurement 
Regulation, effective June 1, 1955* Thomas P. Pike, Assistant 
Secretary of Defense (Supply and Logistics), announced today. 


The new paragraph, 15-602, which will be published by the 
Government Printing Office as Revision of the ASPR, follows: 


"15-602 - Depreciation . 

"15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASPR 15-204 (dj, 15-^05 (b) and 15-205 (o). It is 
applicable with respect to all cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim- 
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts of overhead which have 
finally been agreed upon for particular periods. However, the fore- 
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 


"15-602.2 - Allowances for Depreciation . Allowances for depreci- 
ation (other than "true depreciation " ) as provided in Section 167 of 
the Internal Revenue Code of 1954, subject to the limitations set 
forth in paragraph 15-602.3* shall be acceptable for contract costing 
purposes. Allowances for "true depreciation", as that term is de- 
fined in DOD Instruction 4105.34 of 1 July 1954, shall be in accord- 
ance with said Instruction, and shall be exclusive of other methods 
of depreciation with respect to the assets involved in the determina- 
tion of "true depreciation." 

"15-602.3 - Interpretation. Depreciation computed in accordance 
with paragraph 15-602.2 above is allowable provided it meets the test 
of reasonableness and allocability to defense contracts and other 
applicable provisions of this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular case is 
acceptable for tax purposes, and (ii) the costing of defense contracts 
is on a basis consistent with the costing of the contractor's non- 
iefense work and is so reflected in its books and records." 


END 


1$ August 1956 
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lE'ORAIIDUII FOR: CHAIR'AM, ASPR COl-STTTSa. 

SUBJECT: Case ;3-bh - Section ZV - l5-20U.2(aa) 

Training and Educational Costs 


Pursuant to Item 3 of ASPR minutes of 7 August 1956, the 
Editing Committee has edited the subject material, as set forth 

in Tab A* 

John Green John V. . j. erry 

Havy Member Air Force Member 

(absent) 


C. W. Wilkinson 
Lt. Colonel, JAGC 
Chairman 
Army Member 


Incl : Tab A 


DEPARTMENT OF THE NAVY 
OFFICE OF NAVAL MATERIAL 
WASHINGTON 25, D. C. 

M36/ACS:11 
2 Aucpsfc 

:ekorandum for the chairman, aspr committee 

Siibj : Case 53-UU - Special Subcorami tree ASPR l5-20U.2(bb) 

Training and Educational Expense 

Ref: (a) Report of Subcommittee of 12 July 1956 

Enel: (1) Proposed language far ASPR l5-20U.2(bb) 

1. Reference (a) was considered by the ASPR Committee at their 

meeting on 31 July 1956. A number of recommendations were made 
which the subcommittee has endeavored to incorporate in 
enclosure (1). - 

2. It is probable that subparagraph e of enclosure (1) will also 
be included in ASPR 15-20^.3 - Unallowable Costs and referenced 
back to ASPR 15-20U ,2(bb). 

3. The enclosure has not been coordinated with the Office of the 
Secretary of Defense* Office of Manpower Sup ly, it being the 
understanding of the Subcommittee that the ASPR Committee would 
do so. 



// 


r 

A.' r c'/ Sawailliscli,” Chairman ^ 


Committee Members 

Hr. Paul ii. Southwell, AFMPP 
Hr, Thos. S. Worsley, Army Ord. 

Mr. W. L. Latta, AFAUD 

Hr. James Rutteriberg, NAVCOMPT(CAD) 



l5-20ii,2(!bb) - Training and Educational Expenses 

a. The costs of preparation and maintenance of a program of instruction 
at non-college level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train- 
ing materials and textbooks when the training program is conducted by the 
contractor; and tuition, fees, training materials, and textbooks, when the 
training is of a non-college level in institutions conducted by other than 
the contractor. Such costs are allowable. In both instances, costs may 
include salaries or wages of trainees during r egular working hours. 

b. The costs of part-time technical, engineering and scientific 
education, related to the job requirements of bona fide employees, at an 
under-graduate or post-graduate college level are allowable as follows; 

1* Tuition, fees, training materials and textbooks; or, in lieu 
of tuition, instructors’ salaries and the related share of indirect, 
expense, provided that the sum thereof is not in excess of the tuition 
which would have been paid to the participating educational institution, 

2. Straight-time compensation of employees for time spent attending 
classes not in excess of a total of 3.56 hours per year where circum- 
stances do not permit the operation of classes after regular working 
hours. 

c. The costs of tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection xiith 
scientific and engineering education related to the job requirements of 
bona fide employees, on a full-time basis at a post-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases where required by military technology, the period may be extended. 

d. Maintenance expense and normal depreciation or fair rental on 
facilities owned or leased by the contractor are allowable to the extent 
that such facilities are used under programs falling within a or b, above. 

e. Tho costs of training and education of other than bona fide 
employees are not allowable. 

f. Grants to educational or training institutions, including the 
donation of facilities car other properties, scholarships or fellowships, 
are considered a s contributions and will be treated as provided under 
ASPR l5-20iu3(c). 


Enclosure 1 


DEPARTMENT CF THE NAVY 
OFFICE OF NAVAL MATERIAL 
WASHINGTON 25, D. C. 


M36/AC3:11 
12 July 1956 

MEMORANDUM FOR THE CHAIRMAN, ASPR COMMITTEE 

Subjs Case 53 -UU - Special Subcommittee ASPR l5-20U,2(bb) Training 
and Educational Expense 

Enel: (l) Proposed draft as agreed upon by Mr. W, L. Latta, AFAUD; 

to. James Ruttenberg, Navy CAD, and A. C. Sawallisch, 

Navy ONI 1 !. 

(2) Discussions in support of enclosure (1). 

(3) Proposed draft of Memorandum to the Secretary of Defense 
or other competent authority for ruling on the disputed 
portion. 

(U) Proposed draft as agreed upon by to. Paul Southwell, AFMPPj 
Mr." Thomas 3, Morsley, Army Ord, and to. Albert Kay, Office 
of ASTSECDEF ( MAi TPOWER & RESERVE.) 

(5) Discussion in support of enclosure (U). 

(6) Proposed Section ASPR l5-20R.2(bb) presented by Mr. Ken Borgen, 
Navy Industrial Manpower, and discussion in support thereof. 

1. The Special Subcommittee appointed by the ASPR Com, lit tee on 6 April 
1956 to consider the problem of extent to which Training and Educational 
Costs should be allowed is unable to come to complete agreement and the 
diverse opinions are being presented to the ASPR Committee far resolution* 

2. Agreement has been reached, with some differences in language, to 
allow the costs of (i) vocational training, whether it be "in-plant" or 

in vocational or trade schools, i.e., the training of welders, electricians, 
machine operators, etc., and (ii) training of a short term nature which 
is necessary to meet an immediate, clearly defined need of the con- 
tractor in connection with a specific engineering, production or adminis- 
trative problem.. The latter type of training may be in the plants or 
laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools. 

3. The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 

a curriculum leading to higher academic degrees rather than to meet an 
immediate need of the contractor. Enclosures (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy which permits the acceptance of 
such costs and are of the further opinion that policy making in this 
field, being of a National interest, should be undertaken by those in 
the Government chargedvath respect to education and training rather than 



J 


} 


by purchasing and accounting personnel* Enclosures (U) and (5) 
present the position of the group which would allow such costs, together 
with standards and limitations for allowability thereof. Enclosure \o) 
is a draft of proposed ASPR Section l£-20k.2(bb) submitted Ty Mr. Ken 
Borgen, Navy Industrial Manpower* 



Committee Members 

Mr. W. L. Latta, AFAUD 
Mr, James Ruttenberg, Navy CAD 
Mr, Paul M. Southwell, AFMPP 
Mr, Thos. B. Wors ley, Army Ord, 

Coordinated with: 

Mr, Albert Kay, QASD(MP&R) 

Mr, Ken Borgen, Navy Industrial Manpower 


- 2 - 
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13>-20l;.2(bb) Training and Educational Expense * 

(a) Vocational training is that type of training, generally of a 
short terra nature, which is necessary to meet an immediate, clearly 
defined need of the contractor, such as training to overcome a particular 
engineering, production, or administrative problem* It may be carried 

on in plant, in trade or vocational schools or in technical institutions* 
The costs of preparing and carrying out vocational training courses may 
include the salaries or wages of the training director and staff; 
training material and text books wh en the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular working hours. Costs may also include the salaries or wages 
of trainees for time spent duringregular working hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or technical training institutions. 
Such costs are allowable when reasonable and properly allocated to all 
work of the contractor. 

(b) The costs of educational and general training programs of a 
type aimed primarily at increasing the general educational or skill 
level of trainees, rather than solving immediate specific problems are 
not allowable. This includes the general area of long range management, 
executive or professional training programs and. scholarships, fellow- 
ships or other emoluments to employees or others. 


Enclosure (1) 
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DISCUSSIONS IN SUPPORT OF ENCLOSURE (1 ) 

1« It is the opinion of the undersigned that under existing policies 
there should be separate treatments for expenses in connection with 
vocational training; i»e, , training of supervisors, machine operators, 
welders, electricians, etc. and the education in technological fields 
of engineers, scientists, etc. 

2. It has long been the practice of industry to support the expense of 
vocational trailing. This practice had its recognized acceptance in 
the guild and apprentice systems ihich have for years been a part of 
union agreements. An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen and foremen became 
acute and the Armed Services established a policy of accepting a pro- 
rata portion of such costs in connection with Defense contracting. It 

is the opinion of the undersigned that that practice should be continued 
and that it be made clear that training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where smallfirms find it impratical to conduct 
"in-plant" vocational or technical training. 

3. While the undersigned do not question the need for development of 
more and better engineering and scientific personnel, they do not 
consider that the policy heretofore followed in regard to vocational 
training expenses should be automatically applied to educational costs 
in the professional and academic fields with out a delineation of 
policy by competent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 

are going to be substantial and their acceptance in cost-type contracting 
would make their acceptance in redeterminable and incentive type contract- 
ing almost mandatory# 

h. A proposed paragraph ASPR l5-20h»2(bb) is attached as enclosure (l) 
which would allow the cost of the type training discussed in paragraph 2 
above and not allow the costs of the type discussed in paragraph 3 above. 
It is in connection with the type of costs discussed in paragraph 3 above 
that the Committee cannot come to agreement. Enclosure ( 3 ) is a draft 
of a memorandum which the ASPR Committee may wish to submit to competent 
authority for a statement of policy. 


Enclosure (2) 



MEMORANDUM FOR THE SECRETARY OF DEFENSE 

Sub j : Employee Educational Costs Incurred by Defense Contractors 

1. The stepped-up production requirements during World War II created 
a demand for skilled craftsmen such as welders, electricians, etc, that 
could be met only by extensive training courses, most of which were 
conducted on an "in-plant" basis* A policy to accept such training 
costs in connection with Defense contracts was established and has been 
continued. 

2, The current demand by industry for more and more engineers and 
scientists to produce the highly technical military items now in use 
and to carry out the extensive research and development programs is 
well known, A recent study by the Phoenix, Arizona, Chamber of 
Commerce stated that this years graduating class would fall short by 
50,000 men. In an effort to meet this demand numerous educational 
programs, both graduate and undergraduate are being instituted and 
given financial support by industry and our procuring activities are 
faced with the problem of how much, if any, of the costs of such programs 
should be allowed in the costing or pricing of Defense contracts. The 
following excerpts are taken from an article on the subject in the May 26 
"Business Week." 

"Many companies have set up programs to s end a f ew of their more 
highly talented engineers to graduate schools full-time, Others are 
planning to send their engineers to special graduate courses a few hours 
a week, on company time. Some are trying to persuade graduate school 
facilities to set up off-campus schools for their engineers by offering 
to build facilities and pay instructors, " 

Convair Division of General Dynamics Corporation is working hard to 
persuade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has promised aid 
in funds, equipment, and pay for the faculty. Unofficial estirratos put 
the cost of building the center at close to ftU million," 

General Electric is just establishing a program which "will send 20 
engineers to Syracuse Uni vers ity and I 4 O to Rensselaer Polytechnic 
Institute to work for their doctorates. It will pay the cost of their 
tuition and books, put them on the company pay roll and they will get 
seniority and credit for any benefits that might accrue to them," 

Syracuse University is operating three branches ; one at Griffs 
Air Force Base at Rome, NewYork, for Air Force engineers and General 
Electric engineers from a nearby plant j the second and third at Endicott 
and Poughkeepsie, New York, for I.B.M, engineers. The Air Force and IBM 
supply classrooms on their own properties and the two companies and the 
Air Force foot the bills for faculty salaries, travel and overhead. 


Enclosure (3) 
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Rensselaer Polytechnic is operating a graduate school near Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation. 

30£ of the students are United Aircraft Corporation employees and the 
United Aircraft Corporation is underwriting the experiment for five years* 

The cost to the company is about *>1,000 a year per student* 

A recent Raytheon Manufacturing Company plant publication announced 
availability to their science and engineering enployees of educational 
grants at M.I.T. and Harvard. Grants willcover full tuition, fees, book 
allowance and a monthly salary of &2U0 while in residence at the school. 
Undergraduate students are also considered if working for a science or 
engineering decree and plan to join the company upon graduation* 

3, Obviously, the costs to industry for support of these programs will 
become significant, particularly in the aviation, guided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortage of engineers and scientists is greatest, and it is in those 
fields° where the military departments are the principal customers. 

Assuming, therefore, that such costs were accepted, even on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
material would be spent in support of educational programs. 

h. It is well known that the present National policy is to encourage 
industry, colleges, universities, and foundations to give support to 
any program designed to increase the quantity and quality of engineering 
and scientific personnel. It has not beon noted, however, that any 
Government financial support has been made available for the furtherance 
of such programs. A number of questions therefore present themselves 
in connection with the possible acceptance of such costs in our contracting. 

a. If it is determined that the National interest requires a 
Government subsidy far engineering and scientific education, should the 
subsidy be administered through private contractors, thereby working to 
their individual competitive advantage, including a profit on thoir 
participation in the program, or should it be administered directly by 
the Government . 

IT participation is to be through the allowance of the cost in 
Defense contracting should such support be limited to (i) specific fields 
and, if so, which fields; (ii) which types of cost should be allowable, i.e,, 
tuition, laboratory fees, salaries paid to instructors, text books, 
compensation of students while in attendance, ccst of scholarships, ®tc, 

(iii) should Defense participation be limited to a ^'ecified ratio of 
total contract costs? 

5. Procurement and audit policies and procedures in this area are greatly 
in need. It is my opinion, however, that some basic policy which could be 
prescribed from answers to the question proposed above must first be 
established. Since this is an area coming within the purview of your 
office, I will greatly appreciate an expression from you as to the policy 
we should pursue. 
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l5-20li.2(bb) - Training and Educational Expenses 

a. Preparation arri. maintenance of a program of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training materials and textbooks 
when the training program is conducted by the contractor; and tuition, 
fees, training materials, and textbooks, when the training is of a non- 
college level in institutions conducted by other than the contractor. In 
both instances, costs may include salaries or wages of trainees during 
regular working hours, 

b. Part-time technical, engineering and scientific education at an 
under- graduate or post-graduate college level as follows? 

1, Tuition, fees, training materials and textbooks, 

2, Whore circumstances do not permit education after paid 
working hours, regular employee compensation is also 
allowable for instruction not in excess of a total of 
156 hours per year, 

c. Tuition, fees, training materials and textbooks (but not sub-, 
sistenco, salary, or any other emoluments) in connection with scientific 
and engineering education of bona fide employees on a full-time basis 

at a post-graduate college level for a total period not to exceed one 
school year. In unusual cases whore required by military technology, 
the period may be extended, 

/cT, The costs of training and education of other than bona fide 
employees, including scholarships and fellowships, are not allowable*/# 


* This paragraph could be transferred to part of faction XV covering 
unallowable costs. 
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Discussion in Support of Enclosure (U) 


The undersigned representatives of Army and Air Force join in the 
following staff report and recommendations. These are concurred in on 
a staff basis by the representative of the Office of the Assistant 
Secretary of Defense (MP&R). 

It is the opinion of the undersigned that the ASPR Committee desires 
a recommendation of policy regarding allowance of the expenses for train- 
ing technical, engineering and scientific personnel as well as "vocational 
training," i.e,, training of machinists, welders, electricians, etc. The 
undersigned feel that the ASPR Subcommittee on Training Costs was assigned 
the task of developing and proposing a policy on a staff basis, and was 
not expected to side-step the issue by requesting higher authority itself 
to do the ground-work toward establishing said policy. This is made amply 
clear in "Instructions to and Duties of ASPR Subcommittees, " dated 30 August 
1 9tf. 


It seems to the undersigned that the group presenting Enclosures (1), 
(2), and (3) base their thinking on tlx unrealistic position that the 
training of welders is more important than the traning of scientific and 
engineering personnel. We believe this position is untenable from the ' 
standpoint of assuring the delivery of high quality end-items on a timely 
basis. The national need for a substantial increase in quality and quan- 
tity of scientific personnel is too well known to require elaboration. 

The President and other principal officials of the Executive Branch have 
expressed concern over the problem as a key factor in maintaining techno- 
logical supremacy. Objective measures of industry’ s needs are reflected 
in the classified sections of the daily newspapers and in industry’s 
frantic efforts to recruit the graduates of engineering schools. 

In the face of these shortages, industry has in the last few years 
fostered college and post-graduate level training of their own employees 
as the most immediate and direct way of meeting their production problems, 
and the demand for products of ever increasing quality and complexity. 

This is particularly true in military applications of nucleonics, aero- 
nautics and electronics. 

As a matter of general principle, it seems to us that costs incurred 
in such a training program are valid costs of production which will result 
in better performance on military contracts. The proposed policy sot forth 
in Enclosure (U) is designed in best interests of the Government, with due 
consideration of fairness and equity to industry. It does not allow all 
educational and training costs at the ©Liege and post-graduate training 
level. It takes due account of coimnercial practice in today's situation. 

At the same time, it limits and defines the allowability of such costs 
and requires the contractor to bear his own share thereof. 

There appears to bo agreement between the group presenting Enclosures 
(l), (2), and (3) and group presenting Enclosures (li) and (5) regarding 
allowability of costs of non-co llegiate training. 


Enclosure (5) 
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The m j or point at issue is the allowability of costs of college 
and post-graduate level scientific and engineering training. Paragraphs 
b and c of Enclosure (I4 ) place limits upon the allowability of such train- 
ing, whether it be part-time or full-time. Paragraph b defines the types 
of ° expenses allowable and the amount of part-time training for which an 
employee may be compensated* Essentially, it allows for costs of tuition, 
fees, training materials and textbooks, because the most common practice 
is for education after paid working hours. Where circumstances do not per- 
mit education during paid working hours, regular employee compensation is 
also a llowablc not in excess of 156 hours per year. This is the approxi- 
mate equivalent of one 3-hour course per week* 

Paragraph c of Enclosure (J_i) deals with scientific and engineering 
education' on a full-time basis. It recognizes that such arrangements are 
occasionally necessary, but prescribes reasonable limits of allowability. 

It limits reimbursability to bona fide employee; to training in scien- 
tific and engineering areas; to post-graduate training alone; and total 
reimbursement to one school year unless required in unusual cases by mili- 
tary technology* Most important, it limits Government payments to the 
educational expense alone, (i,e«, to tuition, fees, etc,,), leaving the 
contractor to incur the cost of compensation. Since the Government's costs 
in these very special instances will be on the order of a pro-rated part 
of £1,000 per year, while the contractor's share for compensation is. likely 
to be at least of an order of £>5,000 per year (typical salary of an in- 
experienced engineer), it is felt that contractors will not incur such 
costs unless there is some positive benefit. 

In general, it is felt that the distinction made in Enclosure (l) and 
(2) between long range and immediate needs is a fictitious one. The need 
for more and better scientific and engineering personnel - and the educa- 
tional programs designed to meet such needs - is in a real sense immediate. 
It is just as immediate and certainly more important than the need. for 
training welders, from the standpoint of obtaining the complex military 
equipment needed in today's situation. Actually, the. government is in many 
cases allowing costs of college and post-graduate training, b”.t not on a 
uniform basis and certainly with no clearly defined limitations and stand- 
ards. 

The undersigned therefore recommend the adoption of the policy sot 
forth in Enclosure (U) for incorporation in ASPR 15-20U.2 (bb), "Training 
and Educational Expenses." 


/s/ Thomas B. Worsloy /s/ Paul M, Southwell 

Thomas B. worsley,' Army“ Paul M. Southwell, Air Force 

Procurement Member 


/s/ Albert Kay 
Albert Kay, OASD (Ml?&R7 
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l5-20U.2(bb) - Training and Educational Expenses 

a. Preparation and maintenance of a program of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training materials and textbooks 
when the training program is conducted by the contractor; and tuition, fees, 
training materials, and textbooks, when the training is of a non-college 
level in institutions conducted by other than the contractor, Inboth 
instances, a Hot-; able costs may include salaries or wages of trainees during 
regular working hours. 

b. Certain part-time technical, engineering and scientific training 
costs ox a college level are allowable in cases where the oraining is 
required for contract performance and is directly related to the job 
requirements of the employee as follows: 

(1) Tuition, fees, training materials and textbooks. 

(2) Employee compensation is allowable during regular working 
hours for instruction not in excess of a total' of 156 
hours per year in cases where circumstances do not permit 
training after paid working hours. 

c. The costs of general educational programs of a college level, 
including scholarships and fellowships, and the costs of training and 
education of other than bona fide employees are not allowable. 


The above appears to me to be in line with industry practice, reasonable, 
equitable, and to provide incentive to contractors for the economical 
use of Government funds in that rigid limitations are established for. 
payment of costs of training of engineering and scientific personnel in 
terms of relation to contract performance. 


Enclosure (6) 
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6 July 1956 


. MEMORANDUM FOR THE ASPR COMMITTEE 

Subj : ASPR Case 53-44 — Revision of Section XV, Contract 

Cost Principles 

1 . The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcommittee con- 
sidered it preferable to place the material set forth in pro- 
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
which would become unnecessary to retain when Parts 3, 4, and 
7 are developed on the same bases as the proposed new Part 2. 

3. The edited Part 2 of Section XV, dated 20 April 1956, 
was furnished to you with memorandum of 26 April 1956 and - 
was subsequently corrected as indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee recommends that the attached 
Part 1 be released for publication simultaneously with Part 2. 


Charles W. Wilkinson 
Lt. Colonel, SS JAG 
Army Member 


George W. Markey, Jr. John W. Perry 
Navy Member Air Force Member 

Chairman 


Enel. 
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SECTION XV 

CONTRACT COST PRINCIPLES 


15-000 Scope of Section . This Section sets forth principles and 
standards for the determination and allowance of costs in connec- 
tion with the performance of cost-reimbursement type contracts 
and cost-reimbursement type subcontracts thereunder . 

PART 1 - GENERAL 


15-101 Applicability . Subject to ASPR 15-102, the provisions of 
Part 2, Part 3, Part 4, or Part 7 of this Section (whichever Part 
is applicable) shall be followed in connection with all cost- 
reimbursement type contracts (including cost-reimbursement sub- 
contracts thereunder) ; however, when deemed by the Head of a 
Procuring Activity concerned to be more suitable for a particular 
contract, Part 2 may be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section III, Part 7, as to negotiated overhead 
rates). The term ’’cost-reimbursement type contract,” as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost-plus-a-fixed-fee contracts, cost-plus-incentive- 
fee contracts, and the cost-reimbursement portion of time-and- 
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15-102 Contract Provisions . 

15-102.1 General. Part 2, Part 3, Part 4, or Part 7 of this 
Section (whichever is applicable) shall be made a part of every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the contract, 
or incorporating it by reference in the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow- 
able under the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide 
for the allowability of any of the kinds of costs 
referred to in Part 5 of this Section unless any such 
cost is expressly excluded under Part 3 or 4 (which- 
ever is applicable) . 



15-102 ♦ 2 Negotiation of Special Items . 

(a) Precontract Costs . When special provisions for re- 
imbursement of precontract costs are included In a contract in 
accordance with ASPR 15-204. 3(j) and ASPR 15-502(a), they shall 
specify the period of time during which such costs must have 
been incurred as well as the type and amount of such costs . 

(b) General Research Costs . In determining whether a 
special provision, providing for reimbursement of general research 
costs in accordance with ASPR 15-204. 2(v) (2) and ASPR 15-502(ra), 
will be included in the contract, the following factors shall be 
considered: 

(i) scope, nature, and quality of the contractor's in- 
dependent general research program; 

(ii) capability of the contractor in the particular re- 
search field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's 
total business. 
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Proposed paragraph 15-204. 2(y) as recommended by Tax Subcommittee 


(y) Taxes . 

(1) Taxes are charges levied by Federal, State, er-leeal /"local, and 
foreign/ governments. They do not include fines and penalties except as other- 
wise provided herein. In general, taxes (Including State and local income 
taxes) which the contractor is required to pay and which are paid or accrued 
in accordance with generally accepted accounting principles are allowable, 
except for? 

(i) Federal income and excess profits taxes j 

(ii) taxes in connection with financing, refinancing or refund- 
ing operations (see ASPR 15-204.3(g))| 

(iii) taxes from which exemptions are available to the contractor 
directly or available tolhe contractor based ;on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government j and 

(iv) special assessments on land which represent capital im- 
provements. 

(2) Taxes otherwise allowable under (1) above, but which may be il- 
legally or erroneously assessed, are allowable j provided that the contractor 


prior to payment of such taxes? 



Jt -s . 


Subpara (y) Taxes (cont'd) 

(i) promptly requests Instructions from the contracting officer 
concerning such taxes j and 

(ii) takes all action directed by the contracting officer, includ- 
ing cooperation with and for -fee benefit of the Government, 
to (A) determine the legality of such assessment or, (B) 
secure a refund of such taxes . 

BaaeeBabl&-eeet6-e f -a»y-eaeh-ppeeeed£ng-i;BfltAtate4-by-tho-oeatpae t» »- a %-t fe e 
direet±-e»-ef-fche-eeRtraet4»g-e£#ieea?-aye-al4ewableir — lHteree%-aad-pena3*4ee 
A»ea»ed-by-a-ee»traeter-by-reaeeB-eg-the-aeBpay»ent-ef-any-tag-at-4 fe »-4 i» 6«- 
£4eft-e£-the-e»atpaetiag-e££4eep-a3>e-a4ee-a44ewab4e<> Reasonable expenses of 
any administrative or judicial proceeding instituted or defended by the con- 
tractor, pursuant to the instructions or with the approval of the Contracting 
Officer, for the benefit of the Government are allowable costs. Interest and 
penalties incurred by the contractor also are allowable, either (i) if in- 
curred by following the instructions of the Contracting Officer, or (ii) in 
the absence of instructions from the Contracting Officer, if incurred without 
the fault or negligence of the contractor./ 

(3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Govern- 
ment in the manner directed by the Government. /Any interest actually paid 
or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by the 
Government far the taxes, interest, and penalties J 
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21 June 1956 

MEMORANDUM FOR* CHAIRMAN, ASPR COMMITTEE 

SUBJECTS Revision of Part 2, Section XV (Case 53 “44) 


1, This Memorandum, commenting upon proposed paragraph 15-204«2(y) 
concerning the reimbursement of taxes for certain cost contracts, is sub- 
mitted in compliance with the assignment by your Committee of 5 June 1956® 

2® This Memorandum represents the unanimous opinion of the Tax Sub- 
committee® 

3® It is recommended that the first sentence of subparagraph (1) include 
a reference to taxes of foreign governments, inasmuch as Part 2 of Section XV 
is sometimes incorporated into contracts requiring performance in foreign 
areas® Such contracts sometimes do not have special tax clauses or have un- 
comprehensive ones. The first sentence of subparagraph (1) should read* 

"Taxes are charges levied by Federal, State, local, and foreign 
governments . " 

4® The last two sentences of subparagraph (2) should be revised as 
follows* 


"Reasonable expenses of any administrative or judicial proceed- 
ing instituted or defended by the contractor, pursuant to the 
instructions or with the approval of the Contracting Officer, 
for the benefit of the Government are allowable costs. Interest 
penalties incurred by the contractor also are allowable, 
either (i) if incurred by following the instructions of the 
Contracting Officer, or (ii) in the absence of instructions from 
the Contracting Officer, if incurred without the fault or negli- 
gence of the contractor." 


! 


SUBJECT? Revision of Part 2, Section XV (Case 53=44) 


This language wi 11 permit the reimbursement of costs of litigation and of in- 
terest and penalties in a number of situations where such costs are incurred for 
the benefit of the Government and without any fault of the contractor. As the 
paragraph now reads, there is serious doubt whether reimbursement would be allowed 
in a number of typical circumstances, including the followings (1) for interest 
and penalties incurred by a contractor for nonpayment of a tax where the Con- 
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in- 
terest and penalties! (2) for costs incurred by a contractor in defending a 
suit for collection of tax brought by a taxing authority, in contrast with a 
suit for refundj (3) for costs incurred by a contractor in taking reasonable 
action pending receipt of instructions from the Contracting Officer. The sug- 
gested language will make the reimbursement of costs of litigation and of 
interest and penalties parallel, insofar as possible, to the treatment of 
these costs in the proposed tax clauses for fixed price contracts. 

5« It is recommended that the following sentence be added to subparagraph 

(3)s 

"Any interest actually paid or credited to a contractor incident 
to a refund of tax, interest and penalty shall be paid or 
credited to the Government only to the extert that such interest 
accrued over the period during which the contractor had been 
reimbursed by the Government for the taxes, interest, and 
penalties." 

The purpose of this provision is self-evident. However, it is a refinement that 
may be deemed unnecessary for cost contracts. 

6. For your convenience, there is attached hereto a copy of proposed para- 
graph 15-204.2(y) as the Tax Subcommittee recommends that it be amended. 


MARK H. BERENS 
1st Lt., JAGC 

Acting Chairman, Tax Subcommittee 
Inel. - Draft of paragraph ' 

15-204. 2 (y) 
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21 June 1956 


MEMORANDUM POR THE CHAIRMAN, AS PR COMfITTEE 

Subj: Revision of AS PR 12-202 to Conform to Proposed ASPR 15 -204. 2 (n) 

(Overtime, Extra-Pay Shift' and Multi-Shift Work) - Case 53-44 

1. Pursuant to Item 12 of ASPR Minutes of 8 May 1956, the subject materiel 
has been edited es set forth In TAB A. 

2. In ASPR 12 -102(b) , the Edited Coomlttee hap deleted the word "generally", 
thus requiring prior authorization for premium work in allpost -award instances, 
so that subparagraph (b) is now consistent with the concept adopted In ASPR 

15 -204. 2 (n) . 

3. Inasmuch as the draft submitted to the Editing Committee desired the 
word "firm" to be inserted "wherever languege is Intended to apply only to 
firm fixed -price contracts," the Editing Committee has appropriately added 
fixed -price incentive contracts In (b)(ll); but did not feel that It was the 
Intent of the subject matter to Include fixed-price contracts with escalation 
in (b) (11), as well. 


It. Col. Charles W. Wilkinson John Green John W. Perry 

Army Member Chairman Air Force Member 

Navy Member 


Incl. TAB A 
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ASPR Case 53-44 


12-102 Overtime. Extra-Pay Shifts. and Multi -Shift Wort , (a) Con- 

/ 

tracts aha 11 be performed, so far at possible, without the use of overtime, 


extra-pay shifts, or multi-shifts. Overtime, extra-pay ehlfts, and multi- 
shifts when required shall, to the extant possible , be limited to, and be 
the minimum required for, the accomplishment of the specific work. In 
the negotiation of contracts, the use of overtime, extra-pay shifts, and 
multi-shifts Is a factor to be considered by the contracting officer along 


with other factors listed In ASPR 3-101. Prior to the authorization of 
overtime, extra-pay shifts, and multi -shifts, whether in pre -award negoti- 
ation or specific post-award Instances, consideration snail be given to 
the practicability of using other sources for the furnishing of all or a 
portion of the supplies or services. 

(b) In the case of firm fixed-price contrects or fixed-price 
contracts with escalation, the responsibility for the use of overtime, extra- 
pay shifts, and multi-shifts shall rest with the contractor except to the * 
extent specifically provided for In the contract. In the casenof: 


U) coat -reimbursement type contracts ; and 

(11) redetermlnable fixed-price contracts and fixed-price 
| Incentive -contract rjrto -the extent required -by the contracting officer ; 

\ authorizationfromtheGovernment for the use of overtime, extra-pey shifts, 

>and multi-shifts must’be obtained if any premium direct labor costs are to 

: • ■■ • r.. i, %'■ J : : [a l<-( / ; r-\- < tsiyjc&cU-tsj ^ ' 

WM/. \ 

tndL' .Jjfuiyfc; -<w <s/ 
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' be conaidarad updart h * cont ract . j Such i rr Hi mrl i m-fTi i i thyli ba obtained prior 
to the uaa of overtime, extra-pay ahifta, and multi-shifts. The premium 
portion of ovartlma, axtra-pay shift, and multi-shift payments to Indlract 


labor employees la allowable without prior approval. If raaaonabla and 
allocated on a pro rata baala to conmarcial aa wail aa Government work. 

For further requirements , aaa ASPR 15-204 .2 (n) . Nothing herein ahall ba 
conetrued to authorize tha premium portion of ovartlma, axtra-pay ahlft 
and multl-ahlft payment a wherej^he contractor la already obligated under 
tha contract to meet tha dfaWod delivery achadula without tha right to 
additional compensation. 

(c) In the absence of evidence to tha contrary, a Department 
In authorizing overtime, axtra-pay ahifta, or multl-ahifta may generally 
rely upon tha repreaentation of tha contractor that auch authorization 
will not advaraaly affect tha performance of other dafanaa contract a. 

However, where two or more Department a have currant contracts at a a Ingle 
facility ao scheduled that tha authorization of overtime , extra-pay ahifta, 
or multl-ahifta by ona Department may advaraaly affect tha performance of 
a contract or contracts of another Department, tha Department desiring to 
give auch authorization ahall obtain the prior assent of tha other Departments 
concerned. Such assent ahall be Hlvdn wherever possible. In any case where 
disagreement exists between the Departments concerned, either Department may 
refer the problem to the Assistant Secretary of Defense (Supply and Logistics) 
for decision. 
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2 May 1956 


MEMORANDUM FOR THE ASFR COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASFR 15-204.2 (n) 

(Overtime, Extra-Pay Shift and Multi-Shift Work) 

Case 53-44 


As requested at the April 6 meeting (see Item 1, Minutes, April 6 
Mtg) , the Staff has examined ASPR 12-102 to determine whether any re- 
vision thereof is neoessary to conform to the proposed cost principle 
relating to the above subject. 

It is concluded that a change should be made in ASPR 12-102 (a) to 
indicate that in cost-reimbursement type contracts, prior approval is 
required for allowability of costs incurred in the payment of premium 
wages for direct labor, while suoh approval is not required in the case 
of similar payments for indirect labor. 

It is proposed that ASPR 12-102 (a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within braokets). 

It is also reoommended that the following editorial changes be made 
in ASPR 12-202 at the same time: 

a. Substitute the words ’’Department of Defense” for ’’each Depart- 
ment” in stating the polioy. 

b. Insert the word ” -reimbursement” after "cost'' wherever ref erence 
is made to ’’cost type contracts” or similar expressions. 

o. Insert the word ”firm” in front of the words ”fixed-prioe con- 
tracts” wherever language is intended to apply only to firm fixed-prioe 
contracts. 

d. Change initial capital letters of suoh words as "Contractor” 
and "Contracting Offioers” to oonform to ourrent editing rules. 

e. Inolude a cross-reference to ASPR 15-204. 2(n). 



Brigadier General, U§A 
Chairman, ASPR Committee 


Attachment 
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COMPOSITE DRAFT OP ASPR 12-102 
SHOWING RECOMI ENDED CHANGES 

12-102 Overtime, Extra- Pay Shifts and Multi-Shift Work . It shall 
be the policy of eaeh ^/"the_7 Department ^of Defense_7 that contracts will 
be performed, so far as practicable, without the use of overtime, extra-pay 
shifts, or multi-shifts. Overtime, extra-pay shifts, and multi-shifts when 
required shall, to the extent practicable, be limited to and be the minimum 
required for, the accomplishment of the specif ic worko 

(a) In the negotiation of contracts, the use of overtime, extra-pay 
shifts, and multi-shifts is to be considered a faotor by the Ce&tFaetar&g 
Gf#&«es ^contracting officer^ along with other factors listed in ASPR 
3-101. Subsequent to the placing of a fixed-price contract, tho 

responsibility for the use of overtime, extra-pay shifts, and multi-shifts 
will generally rest with the Genteaete* ^""oontractor^. On oost ^/""-reim- 
bursementJT type oontraots, and to the extent required by the Gentpaetiag 
G#£4 «©f ^contracting officer^ on re determinable fixed price oontraots, 
however, the authorization from the Government for the use of overtime, 
extra-pay shifts, and multi-shifts must be obtained to sustain the charge 
of any premium ^”direct_7 labor oosts to the contract. Such authorizations 
shall generally be obtained prior to the use of overtime, extra-pay shifts, 
and multi-shifts. ^~The premium portion of overtime, extra- pay shift, and 
multi-shift payments to indireot labor employees is allowable without 
prior approval, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work* Further requirements for allow- 
ability of such oosts are set forth in ASPR 15-204*2 (n)*_7 Frior to the 
authorization of overtime, extra-pay shifts, and multi-shifts, whether in 
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pre-award negotiation or specific post-award instances consideration should 
be given to the practicability of using other souroes for the furnishing of 
all or a portion of the supplies or servioes, 

(b) Where two or more Departments have current contracts at a single 
facility, so scheduled that the authorization of overtime, extra- pay shifts, 
or multi-shifts by one Department will adversely affect the performance of 
a contraot or contraots of another Department, the Department concerned will 
wherever practicable agree in advance as to the authorization of Buoh work. 
Ordinarily, in the absence of evidence to the contrary, a Department in 
authorizing overtime, extra— pay shifts, or multi— shifts may rely upon a 
representation of the SentPaete? ^contractors that such authorization 
not adversely affeot the performance of other defense contracts. In 
&ny oase where disagreement exists between the Departments oonoerned, either 
Department may refer the problem to the Assistant Secretary of Defense 
(Supply and Logistics) for deoision, 

(o) The policy stated above shall not be construed to limit the use 
of or payment for emergency overtime work as may be required. Nothing 
herein shall be oonstrued to authorize payment for overtime, extra-pay 
shifts and multi-shifts where, under an existing contract, the 6eafcpete*ep 
Z"~ oontraotor_7 is already obligated without the right to additional com- 
pensation therefor to meet the desired delivery schedule, even though it 
is neoessary for such a contractor to use overtime, extra-pay shifts or 
multi-shifts to meet such schedule. 


OGC/GWM:lwt 
26 April 1956 


MEMORANDUM TO CHAIRMAN, ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 

Principles 

1. The editing and reproduction of Part 2, Section XV, have been completed 
and a copy of the edited Part is attached hereto. 

2. The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting 
of Tuesday, April 24, 1956, by the insertion of the words "under any 

such plan" in the last sentence of this paragraph after the word "allowable." 
It is understood that this paragraph is subject to the statement to be in- 
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries on Action Paper No. 15 (Summary of 
Meeting No. 25 - Department of Defense Material Secretaries Council, 

12 April 1956); and, also, that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have been made in the attached 
draft: 


15-200 Fifth line, the insertion of a comma after "subcontractors." 

15-204. 2(k) — .First, second, and third lines of first sentence, commas 
replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) — First line, insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204. 2(d) referred 
to above. 


— Last complete line, comma deleted. 

15-204. 3(b) • — - Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "programs." 


15-204. 3(k) — Third line, the word "or" corrected to "of. 


GEORGE W. MARKEY, JR. 


Navy Member 
Chairman 



OGC/GWM:lwt 
20 April 1956 


Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations 


15-200 Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost- reimbursement type subcon- 
tracts thereunder for procurement of supplies, services, and research 
and development work, with contractors or subcontractors, other than 
such contracts and subcontracts to which Parts 3, 4, or 7 apply. 

15-201 Basic Considerations. 

15-201. 1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201. 2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) 
application of generally accepted accounting principles and practices, (iii) 
significant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. 

15-201. 3 Credits . The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 

15-202. 1 General. Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
to the contract or other work with which identified. This principle may 
be applied to items of cost, such as freight, travel, communications, and 
engineering services, as well as materials and productive labor, but when 
used must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the 



resulting benefits, individual items, which otherwise would be treated as 
direct costs, may be treated as indirect costs. Each element of direct 
cost is subject to the limitations of this Part as to allowability. 

15-202. 2 Direct Material Costs. Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15- 202. 3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance 6f a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202. 4 Other Direct Costs. Other items of cost may, in particular cases, 
be- charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the- eontract. When, 
however, items ordinarily chargeable as indirect costs are- charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs. 

15- 203 . 1 General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of allocation. 
Each element of indirect cost is subject to the limitations of this Part as 
to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection 
of a method which will distribute the indirect costs in an equitable manner. 

The method used in connection with Government contracts shall, in order 
to be acceptable, conform with generally accepted accounting practices, 
provide uniformity of treatment for like cost elements, be applied con- 
sistently, and produce equitable results. A previously acceptable method 
shall be subject to reconsideration when: 
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(i) any substantial difference occurs between the cost patterns 
of work under the contract and other work of the contractor; 
or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset improvement pro- 
grams, the inventories, the volume of sales, the volume of 
production, manufacturing processes , the contractor's 
products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203. 2 through 
15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but in no event longer than the contractor's 
fiscal year. When the contract is performed over an extended period of 
time, as many such base periods will be used as will be required to represent 
the period of contract performance. 

15-203. 2 Indirect Manufacturing and Production Costs. Indirect manu- 
facturing and production costs consist of items of cost which are attributable 
to the manufacturing and productive process as a whole. Allocation of in- 
direct manufacturing and production costs on a time basis, such as direct 
labor man-hours or machine -hours, is a method which generally produces 
accuracy and equity. Other acceptable methods of allocation, in appropriate 
circumstances, include direct labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi- shift work) units processed, and prime 
costs of units processed. Departmentalization or the establishment of cost 
centers may be necessary in order to allocate the indirect costs equitably. 
Factors to be considered in determining the necessity for departmentalization 
or establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(u)(4)) on the basis of direct engineering man-hours ex- 
pended, direct engineering labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi- shift work), or some other equitable 
basis. 

15-203. 4 Selling and Distribution Costs. Selling and distribution costs 
arise through marketing the contractor’s products and include the costs 
of sales promotion, advertising, distribution, and other related activities. 
Generally, such costs are not allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)). However, 
subject to the other provisions of this Part, costs in this category, in- 
cluding supervisory and clerical costs, which relate to technical, con- 
sulting, and other beneficial services, and which are for purposes such 
as application and adaptation of the contractor's products, rather than 
pure selling, are allowable if a reasonable benefit to Government con- 
tracts is demonstrated. Such costs shall be allocated to the contractor's 
commercial work and its individual Government contracts on an equitable 
basis. Because of the special problems that arise in this area, the con- 
tractor should identify in its records, by means of sub-accounts or 
otherwise, the items of selling and distribution cost considered properly 
allocable to Government contracts. 

203 . 5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated 
to all work of the contractor, using any recognized method of allocation 
if equitable results are thereby obtained. Allocation of general and 
administrative costs on a total cost incurred basis (exclusive of general 
and administrative costs) is a method which generally produces equitable 
results. Other methods acceptable where the circumstances are appro- 
priate include allocation on the basis of: 

(i) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(ii) factory input costs (processing costs plus direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method is available). 
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15-204 Principles and Standards for Selected Items of Cost. , 


15-204.1 General. Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applica- 
tions govern whether the particular item of cost is treated by the contractor 
as direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination of allow- 
ability shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. 

15-204. 2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. The following advertising 
costs are allowable: 

(i) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

} 

(ii) help wanted advertising, as set forth in (s) below. 

All other advertising costs are unallowable. 

(b) Bidding Costs . Bidding costs are the costs of preparing bids or pro- 
posals on potential Government and non-Gove rnment contracts or projects, 
including the development of engineering and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both successful and unsuccessful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no bidding costs of past accounting periods shall 
be allocable in the current period to the Government contract; however, the 
contractor's established practice may be to treat bidding costs by some 
other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional 
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exit notices and directions, and other approved civil defense measures) 
undertaken on the contractor's premises pursuant to suggestions or re- 
quirements of civil defense authorities are allowable when allocated to 
all work of the contractor. Costs of capital assets acquired for civil 
defense purposes shall be depreciated in accordance with (e) below. 
Except as specifically provided for in the contract, contributions to local 
civil defense funds, or to projects not on the contractor's premises, are 
unallowable. 


(d) Compensation for Personal Services . Compensation is allow- 
able. The term "compensation" includes all amounts paid or set aside, 
such as pension, retirement, and deferred compensation benefits, salaries, 
wages, royalties, license fees and bonuses. The total compensation of 
an individual may be questioned and the amount allowed may be limited; 
and in connection therewith, consideration will be given to the relation 
of the total compensation to the services rendered. Compensation to 
sole proprietors or partners, however, is allowable only to the extent 
specifically provided for in the contract. Any plan upon which deferred 
compensation benefits are based, other than pension plans (see (p) 
below), shall meet the requirements of the applicable provisions of the 
Internal Revenue Code and the regulations of the Internal Revenue 
Service. Also, the amount allowable under any such plan for apportion- 
ment to contracts in any one year shall not exceed: 


(i) the amount contributed under the plan for that year; 
or 

(ii) 15% of the total compensation otherwise paid or 

accrued in that year to the individuals covered under 
the plan; 

whichever is the lower. 
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(e) Depreciation, 
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(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It 
does not involve a process of valuation. Useful life has reference to the 
prospective period of economic usefulness in the particular contractor's 
operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that 
the amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954; or 

(ii) in the case of nonprofit or tax-exempt organizations, upon 
a property cost basis which could have been used by the 
contractor for Federal income tax purposes had such 
organizations been subject to the payment of income tax; 
and in either case 

(iii) by the consistent application to the assets concerned of 

any generally accepted accounting method, indluding those 
recognized by Section 167 of the Internal Revenue Code of 
1954. 

Depreciation should usually by allocated to the contract and other work 
as an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, vary 
with volume of production or use of multi- shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating 
to an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 
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(ii) after the end of the emergency period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of its useful life 
(but see (4) belovfl; provided the remaining undepreciated 
portion of such cost shall not include any amount of un- 
recovered "true depreciation. " 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for current and 
immediately prospective production. 

(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(f) Employee Morale, Health, and Welfare Costs and Credits . Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations. 

fg) Food Service Costs and Credits . Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
pr ovided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

( h ) F ringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
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to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (i)(3)(v) 
(p) and (w) below). 

(i) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes securing the contractor against liabilities 
to third persons not compensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 


(3) Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 


(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 


(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 


(iv) costs of providing a reserve for a self-insurance pro 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 


(v) costs of insurance-on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self-insurance program or other- 
wise) are unallowable. 

(j) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(k) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable (but see ASPR 
15-204. 3(e)). Expenditures for plant and equipment which, according to 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation are allowable only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a 
period prior to the contract for some reason such as abnormal operating 
conditions or lack of funds and are performed during the contract period, 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(l) Manufacturing and Production Engineering Costs . Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
of simplifying production; 

are allowable. 
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(m) Material Costs. 

(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, con- 
sideration will be given to reasonable overruns, spoilage, and defective work 
(for correction of defective work, see the provisions of the contract relating 
to inspection and to correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and cash discounts, and credits for scrap 

and salvage and material returned to vendors. Such income and other credits 
shall either be credited directly to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable, 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-downs" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable 

only to the extent of: 

(i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on 
the basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
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channels, a departure from this cost basis is permissible if the charge to 
the contract does not exceed: 

(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance 
on the basis of the transferor's sales price to its most favored customer, 

(n) Overtime, Extra- Pay Shift, and Multi- Shift Premiums. The 
premium portion of overtime, extra-pay shift, and multi- shift payments 
to direct labor employees shall be separately identified. Costs of such 
premiums on direct labor are allowable only to the extent expressly pro- 
vided for in the contract or otherwise authorized by the Government and may 
be classified as either direct or indirect labor costs. When direct labor 
cost is the base for distribution of overhead, such premiums shall not be 
included in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in relation 
to (i) the amount of such premium costs allocated to non- Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. The premium portion of 
overtime, extra-pay shift, and multi- shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(o) Patent Costs . Costs of preparing disclosures, reports,- and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs, in connection with the filing of a patent 
application where title is conveyed to the Government, are allowable. (See 
also (u) and (v) below.) 

(p) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured by. 
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and based on, such factors as years of service and compensation received by 
the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (p).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P. L. 591, 83rd Cong. , 

2d Sess. , 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 


(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Mili- 
tary Department, costs thereof are allowable subject to the following con- 
ditions: 


(i) the requirements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 
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(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously have 
been allocated to and allowed as contract costs and which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 

are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — - 

(A) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be made, either by reducing the current 
costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above ; 

pension plan costs incurred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent termination credits or 
gains unless the Government and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration 
on an individual case basis. 

(q) Plant Protection Costs . Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 

(r) Professional Service Costs - Legal, Accounting, Engineering, and 

Other. ' — — 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the 
Government (but see ASPR 15-204. 3(g)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include; 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable^ Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with • patentViafrihgement litigation, 
are unallowable unless otherwise provided for in the contract. 

(s) Recruiting Costs . Costs of "help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of 
standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond 

the standard practices in the industry are unallowable. 

(t) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors 

as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. 
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(3) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(u) Research and Development Costs. 


(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 
basic research, fundamental research, pure research, and blue-sky re- 
search; and (ii) related research or development, also referred to as applied 
research, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science. In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract. 
The contractor shall disclose to the Government the purposes and results 

of such independent general research. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (1) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost- reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line; and provided further 
that the contractor discloses to the Government the purposes and results 
of the research and development. Such costs are unallowable under cost- 
reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 
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(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(j)). 

( (ii) * * v ) Royalties and Other Costs for Use of Patents. Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; andjjrovided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable. 

(w) Severance Pay. 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 

(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor’s part, or (iv) circum- 
stances of the particular employment. 

(2) Costs of severance payments are divided into two categories 
as follows: 


(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 
of continuing employment on other work of the contractor 
shall be assigned to the entire period of the employment 

of the terminated employees and equitably allocated to 

all work performed in the contractor's plant during that 

period. A reservation in the final release may be made 
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when it is reasonable to assume that severance pay allocable 
to the contract will be made in the future. 

(x) Special Tooling Costs . The term "special tooling" means property of 
such specialized nature that its use, without substantial modification or altera- 
tion, is limited to the production of the particular supplies or the performance 
of the particular services for which acquired or furnished. It includes, but 

is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. Costs of special tooling acquired for 
performance of the contract, are allowable and shall be charged directly 
thereto. 

(y) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes;. 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(g)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemption 
afforded the Government except when the contracting officer 
determines that the administrative burden incident to ob- 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 
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Reasonable costs of any such proceeding instituted by the contractor at the 
direction of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the fontracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government. 

(z) Trade, Business, Technical, and Professional Activity Costs. 

(1) Memberships. Costs of membership in trade, business, technical 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(3) Meetings and Conferences. Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technical information or the stimulation of production, are allowable. 

(aa) Training Costs . Reserved. 

(bb) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (m) above). Where identification with the materials 
received cannot readily be made, inbound transportation costs may be 
charged to the appropriate indirect cost accounts if the contractor follows 
a consistent equitable procedure in this respect. Outbound freight, if re- 
imbursable under the terms of the contract, should be treated as a direct 
cost. 

(cc) Travel Costs. 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitably allocated to all work of the 
contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(dd) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204. 3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(f); 

(ii) ASPR 15-204. 3(j); and 

(iii) ASPR 15-204. 3(1). 

15-204. 3 Unallowable Costs . 

(a) Bad Debts. Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main- 
tained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For self-insurance programs, see ASPR 
15-204. 2(i).) 

(c) Contributions and Donations, Contributions and donations are 
unallowable. 

(d) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
15-204. 2(f), (h), and (z)). 
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(e) Excess Facility Costs. Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(f) Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu- 
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(g) Interest and Other Financial Costs. Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2{y) (but see ASPR 
15-204. 2(dd)(l)). 

(h) Losses on Other Contracts. An excess of costs over income under 
any other contract (including the contractor’s contributed portion under 
cost- sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(i) Organization Costs. Expenditures, such as incorporation fees, 
attorney^ fees, accountants fees, brokers fees, fees to promotors and 
organizers, in connection with (i) organization or reorganization of a business 
or (li) raising capital, are unallowable (see (g) above). 

(j) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(k) Profits and Losses on Dispostion of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(e)(2) as to basis for de- 
preciation). 

(l) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 


22 



the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(m) General. 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(e)(4), and (5), last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204, 2(r)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(s), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(v), both provisos; and 

(vi) Taxes, ASPR 15-204. 2(y) (1) ( i) through (iv). 

(2) Certain other costs discussed in ASPR 15-204. 2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(ii) Compensation for Personal Services, ASPR 15-204. 2(d) (5); 

(iii) Depreciation, ASPR 15-204. 2(e)(5), first sentence; 

(iv) Food Service Costs and Credits, ASPR 15-204. 2(g)* last sentence 

(v) Insurance and Indemnification, ASPR 15-204. 2(i)( 3)( iii) and 
(iv), and (4); 

(vi) Maintenance and Repair Costs, ASPR 15-204. 2(k)(2) ; 

(vii) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 

ASPR 15-204. 2(n), second sentence; 
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(viii) Patent Costs, ASPR 15-204, 2(o), second sentence; 

(ix) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(r)(3), last sentence; 

(x) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(t)(3); 

(xi) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(v); 

(xii) Taxes, ASPR 15-204. 2(y)(2) ; and 
(xiii) Travel Costs, ASPR 15-204. 2(cc)(4). 
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OGC/GWM:lwt 
April 9, 1956 

MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 

Principles 


1. Pursuant to the request of the ASPR Committee at the special 

1956< in connection with its consideration of 
the draft of Part 2, Section XV, dated 29 March 1956, the under- 
signed Special Editing Subcommittee has completed the editing of 
the material submitted. The attached TABS A, B, C, and D set 

p° a r ^ r^ OSlt .! d l af iV f this mater ial as edited for retention in 
f + , ■* *' - e a . tta f hed TAB H sets forth a proposed new Part 7 setting 
forth interim instructions for use in connection with facilities con- 
tracts and^clauses m other type cost-reimbursement type contracts 
providing for the acquisition of industrial facilities. 

2. In addition, this Subcommittee recommends that existing Parts 

T 4 n C tr r a p d in the manner respectively set forth in the 

Parts * d H AB ff l ’ and G> the P r °P° sed action in regard to these 
Parts .o be effective simultaneously with the issuance of proposed 

ar - Similar action is recommended in TAB I with respect to 
existing Part 3. 


CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 


GEORGE W. MARKET , JR. WILLIAM MUN VES 
Navy Member Air Force Member 

Chairman 
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OGC/GWM:lwt 
April 9, 1956 

TAB A 

Proposed Revision of Title of ASPR Section XV, Part 2 
and ASPR 15-200 - Scope of Part 

(For substitution on first page of draft of 29 March 1956) 


Part 2-Supply, Service, and Research and Development 
Contracts, with ^Commercials Organizations 
Having -Gommewiat ■5 ! yP e- ^jeounting -Syetem s 

15-200 Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for procurement of supplies, services, and research and 
development work, with contractors or subcontractors pother than 
such contracts and subcontracts to which Parts 3, 4. or 7 apply ./ 

-ha e-ommc-noia-l -type-aeeeunting- systems. --However r-thta-PewMr- 

dee s a*ot-appty 4e -eontraets -for-faeiiitie s r ■construe ti-en? -o-r- a-refeitee-t— engine e r 
servree-e- -related- 4© -eonatrtretion-.- -14-a-tse-dee s -not-apply- 4© -dati-se-s- m- -s^tppiy- 
er -se-iwi-ee- eentraots- wfcieh -p-rovi-de-for- -the -fe-r«*shk*g- -of -indtw>4* «ri.-fdei4irtie s - 
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April 9, 1956 * 

TAB B 


Proposed Revision of ASPR 15-204. 2(f) - Depreciation 
(For substitution on page 7 of draft of 29 March 1956) 

15-204. 2(f ) Depreciation. 

* * * 


( 2 ) Depreciation on a contractor's plant, equipment, and 
other capital facilities is an allowable element of contract cost; pro- 
vided^ that the amount thereof / is computed/ : 

(i) is- eem-puted- upon the j_ property/ cost basis used by the 
contractor for Federal income tax purposes (see Section 
167 of the Internal Revenue Code of 1954); and-/"or7 

/(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
by the contractor for Federal income tax purposes 
had such organizations been subject to the payment of 
income tax; and in either case/ 


•-{■iiW (iii)/ ie-eem-pi*t-e4 by the consistent application to the 
assets concerned of any generally accepted accounting 
method, including those recognized by Section 167 of 
the Internal Revenue Code of 1954 


ecia #c(n 
\.nyio 



with the'Air Force. 


(2) The two concluding sentences of the above subparagraph 2 should 
be added without change immediately following the proviso con- 
-- tained in the last brackets. 
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April 9, 1956 

TAB C 


Proposed Revision of ASPR 15-204. 2(j) - Insurance and Indemnifi cation 


(F or substitution on page 9 of draft of 29 March 1956) 


15-204. 2(j) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) 
any other insurance for which the contractor seeks reimbursement under 
the contract. Indemnification includes _/ securing the contractor againstT 
liabilities to third persons not compensated by insurance or otherwise. - 
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April 9, 1956 

TAB D 


Proposed Revision of ASPR 15-204. 2(n) - Material Costs 
(Foi substitution on pages 11 and 12 of draft of 29 March 1956) 


15 -204. 2(n) Material Costs. 


(1) Costs of direct and indirect material, and collateral items 
such as inbound transportation and intransit insurance, are allowable, 
subject, however, to (2) through (6) below. In computing costs of material, 
consideration will be given to reasonable overruns, spoilage, and defective 
work J _ (for correction of defective work, see the provisions of the contract 
relating to inspection and to correction of defective work)/ . 


* * * 


(6) Costs of material or services sold or transferred between 
plants, divisions., or organizations, under common control, shall be 
allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower _/ , unless factors other than price warrant allowance on the basis 
of the cost to the transferor^/ ; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through com- 
mercial channels, a departure from this cost basis is permissible if the 
charge to the contract does not exceed e-ithe-ff (i) the transferor's sales 
price to its most favored customer for the same item in like quantity, 
or (ii) the prices of other suppliers for the same or substantially similar 
items _/ , whichever is the lower, unless factors other than price warrant 
alio wane e_on the basis of the transferor's sales price to its most favored 
customer/ . 
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April 9, 1956 

TAB E 


Proposed Revision of Existing ASPR Section XV Part 4- 

Construction Contracts 


Part 4 - Construction Contracts 
* * * * * 

15-403 Examples of Jtems of Allowable Costs . . . . 

_ (q) Pension - and > ofci-g-e-naent- plans in accordance with the 
/^principles and standards/ set forth in <pa-ra^ra^)h-lS-6^1- /ASPR 15-204. 2(q)7 
and group health, accident and life insurance plans (but see paragraph 
15-404(b), (d), and (m)). 


5 



i 


OGC/GWM:lwt 
April 9, 1956 

TAB F 


Proposed Revision of Existing ASPR Section XV, Part 5 - 
Subjects Affecting Cost Which May Require Special Consideration 

Part 5 - Subjects Affecting Cost Which May Require Special Consideration 

9.P Scope of Part , This par e/Partf enumerates certain subjects 
affecting cost which may require special consideration in connection with 
tne negotiation or performance of cost-reimbursement type contracts 
and which are net specifically covered in Part 3 T or Part 4 

of this section. 

Consideration Required. It is important that Contracting Officers 
and their negotiators consider the subjects enumerated in paragraph 
15- 502, and any other subjects not precluded by the provisions of P^a^t- 
Zr Part 3 , -or Part 4 of this section (whichever part is applicable), for 
the purpose of (i) determining which subjects if any should be expressly 
prevised for in a particular cost-reimbursement type contract, and (ii) 
incorporating appropriate clauses in the contract. Action taken with 
respect to any such subjects shall be reflected either in the contract 
or in the record of contract negotiations. 
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April 9, 1956 

TAB G 


Proposed Revision of Existing ASPR Section XV, Part 6 - Cost Interpretations 


Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefor 
the word "RESERVED", 


Note : 


With respect to existing ASPR 15-601. 2 the subject of pension 
plans is now covered in proposed ASPR 15-204. 2{q) (paces 12 
to 15 of draft of 29 March 1956). 8 


in accordance with decision of the Procurement Secretaries, 
the subject of profit sharing is to be retained on the basis 
now appearing in existing ASPR 15-601. 2(f). Presumably 
this subject will be covered under proposed ASPR 15-204. 2(d) 

- Compensation for Personal Services which has been reserved 
m the draft of 29 March 1956. 


With respect to existing ASPR 15-602 - Depreciation, this 
subject is now covered in proposed ASPR 15-204. 2(f) in the 
draft of 29 March 1956. Existing ASPR 15-602 contains cross 
references only to existing ASPR 15-204 (d), 15-205(b) and 
15-205(o). 
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April 9, 1956 

TAB H 


Proposed New ASPR Section XV, Part 7 - Facilities Contracts 


Part 7 - Facilities Contracts 

^" 70 ° Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for the acquisition of industrial facilities to which the Govern- 
ment takes title under the contract. This Part also applies to clauses 
in any other cost-reimbursement type contracts or cost-reimbursement 
type subcontracts thereunder, which clauses provide for the acquisition 
of industrial facilities to which the Government takes title. 

~' 701 . Applicability. Pending publication of the principles and standards 
to be incorporated in this Part, Parts 2, 3 c or 4 shall be used to the extent 
appropriate in accordance with Departmental procedures. 
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April 9, 1956 


TAB I 

Proposed Revision of Existing ASPR Section XV, 

Part 3 - Research Contract s with Nonprofit Institutions 

Part 3 - Research Contracts with Nonprofit Institutions 

★ * * * * 

15-304 Examples of Items of Allowable Costs. . . . 

(§) Pension and -re t-i-r^rae nt plans in accordance with the - into h s 

/principles and standards/ set forth in paragraph 15-604 /ASPR 15-204. 2{q)7 
and group health, accident and life insurance plans {but see paragraph 
15- 305(k)). - 
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TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15-204.3) 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs. / 15-204.JL/ 

(b) Bidding Costs . ^15-204. 3/ 

(c) Civil Defense Costs . ^15-204. 5y 

(d) Compensation for Personal Services. / 15-204. 6/ 

(e) Contributions and Donations. J_ 15-204.8/ 

(f) Depreciation. ^15-204.9/ 

(g) Employee Morale, Health, and Welfare Costs and Credits. 
/15-204.10/ 

(h) Food Service Costs and Credits . 715-204.4/ 

(i) Fringe Benefits. j_ 15-204. 14/ 

(j) Insurance and Indemnification. / 15-204. 15/ 

(k) Labor Relations Costs. ^15-204.17/ 

(l) Maintenance and Repair Costs, /15-204.19/ 

(m) Manufacturing and Production Engineering Costs. /J.5-204. 20/ 

(n) Material Costs . _/ 15-204. 21/ 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 

J_ 15 -204. 24/ 

(p) Patent Costs . /15-204. 25 J 

(q) Pension Plans . /15-204. 26^/ 

(r) Plant Protection Costs. /15-204. 27/ 


TAB A 



(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other. j_ 15 -204. 29/ 

(t) Recruiting Costs . /15-204. 32 / 

(u) Rental Costs (Including Sale and Leaseback of Facilities). 
/15-204. 33/ 

(v) Research and Development Costs. / 15-204. 34/ 

(w) Royalties and Other Costs for Use of Patents. ^15-204. 35/ 
f»)- - Se-r-v-i-c-e- and jngtallation -Go&ts-, / 15-204. 36/ (deleted) 

(x) Severance Pay . j_ 15-204. 37 7 

(y) Special Tooling Costs . f_ 15-204. 38 J 

(z) Taxes. /I5-204. 39_/" 

(aa) Trade, Business, Technical, and Professional Activity Costs. 
j_ 15-204. 40/ 

(bb) Training Costs. /I5-204.41 J 
(cc) Transportation Costs. J_ 15-204.42/ 

(dd) Travel Costs . ^15-204.43/ 

(ee) General. ^15-204.23/ 

15-204. 3 Unallowable Costs. 

(a) Bad Debts. fl5 -204.27 

(b) Contingency Reserves. ^15-204.7/ 

(c) Entertainment Costs . ^15-204.11/ 

(d) Excess Facility Costs. / 15-204. 12/ 
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OGC/GWM:lwt 
April 2, 1956 

MEMORANDUM FOR THE ASPR COMMITTEE 

v 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 


1. The joint report of the Editing Subcommittee and the Section XV Sub- 
committee, dated March 9, 1956, dealt with the three matters submitted 
by the Editing Subcommittee (report dated February 27, 1956), for resolu- 
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and Pension Plans, the 
Section XV Subcommittee had not participated in the edited draft. The 
ASPR Committee requested consideration of this edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956, preparing the attached draft of Part 2, Section 

XV, dated March 29, 1956. 

2. The Section XV Subcommittee had fully recognized that its final draft 
as considered by the ASPR Committee (Minutes of November 22, 1955, 

Item 3) was in need of, and strongly recommended that it receive, sub- 
stantial editing. After certain revisions by the ASPR Committee, that 
draft was submitted to the Editing Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Subcommittee, it became apparent, 
with respect to various matters, that words originally included by the Sec- 
tion XV Subcommittee in its draft to express a particular principle or limi- 
tation or convey some other idea did not have the same meaning to account- 
ing. procurement, and legal personnel. In other instances, it appeared that 
matters substantially agreed to in principle during the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee’s draft. 

3* In view of the above circumstances, when there was general agreement 
within the Section XV Subcommittee that a particular matter required dis- 
cussion, the Chairman of the Editing Subcommittee, in presiding over the 
joint subcommittee sessions, permitted such discussion. In no case, was 
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such discussion permitted on the basis of a unilateral request by any member 
concurrence - of the Section XV Subcommittee. The Air Force and 
Army members of the Editing Subcommittee have questioned the authority ( 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all members of the 
Section XV Subcommittee were unable to be present at the final joint session 

on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission to the 
ASPR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters. Unless otherwise indicated, reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint, Report of March 9, 1956. 

1. Material and Supply Costs. In the first two quoted excerpts under 

2. A., of the joint report of March 9, 1956, on page 1, change “trans- 
feror" to “transferee." The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15- 
204.2(n)(6), at bottom of page 11). 

II. Research and Development Costs . Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 suggests that 
further study be given to use of the term “product line" (see ASPR 
15-204. 2(v)(3), on page 18). 

III. Pension Plans. The issues within the Editing Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204. 2(q), 
pages 12-15 of attached draft which contains some additional minor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 
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B. Research and Development Costs - ASPR 15-204.2(v), page 18. 

In the proposed ASPR 15-204. 2(v), Research and Development Costs, 
the fourth and fifth sentences of subparagraph (2) (from “Generally, 
the contractor . . through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is recommended that the fourth sentence be revised to read: 

‘"The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government.’* 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inserted elsewhere in ASPR, possibly either in Section III or in 
Part 1 of Section XV. See, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2 . 

I. Scope of Part (ASPR 15-200) . The attached draft provides that 
the same treatment be given to clauses in supply or service con- 
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from the coverage of 
Part 2. The draft for editing did not cover such facilities clauses. 

Filing instructions, however, should contain a notation that Part 2 
may be used “to the extent appropriate” for these purposes pending 
publication of a separate Part covering facilities. 

II. Base Period (ASPR 15-203. 1(c)). The draft for editing (ASPR 
15-203.5) did not contain the first sentence which has been proposed 
as a definition, or the third sentence. 

HI. Depreciation (ASPR 15-204.2(1) (2)) . The draft for editing fASPR 
,15-204. 9(b) ) includes the principles recognized under Section 
167 of the Internal Revenue Code among any“generally accepted 
accounting principled which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV. Rental Costs (Including Sale and Leaseback of Facilities) , 

(ASPR 15-204. 2(u)). Subparagraph (2) relating to charges in the 
nature of rent between organizations under common control was not 
included in the draft for editing although an anaslo^ous principle had 
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(e) Fines and Penalties . /_15-204. 13/ 

(f) Interest and Other Financial Costs , J_ 15-204.16/ 

(g) Losses on Other Contracts. J_ 15-204. 18/ 

(h) Organization Costs. /. 15 -204. 22/ 

(i) Precontract Costs. f_ 15-204. 28/ 

(j) Profits and Losses on Disposition of Plant, Equipment, or 

Other Capital Assets. ^15-204, 30/ 

(k) Reconversion Costs. / 15-204. 31/ 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs (ASPR 15-204. 2(v)(3)) . Unlike 
the question of disclosure of independent general research, the ques- 
tion of disclosure of independent related research was not covered 

at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B. above), subpara- 
graph (3) dealing with related research has been modified by the follow- 
ing addition in the third sentence: 

’’and provided further that the contractor discloses to 

the Government the purposes and results of the research 

and development. " 

VI. Training Costs (ASPR 15-204. 2(bb) ). The attached draft provides 
that where training is conducted "by" an educational institution, the 
cost of "part-time" training which is of the "on-the-job type" is allow- 
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate that further clarification may be 
needed in regard to the meaning of "on-the-job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words "in accordance with De- 
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
consistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. ^ General and Adm i nistrative Costs (ASPR 15-203. 5, page 4 ). 

Under enumeration '^iij" o f factors to be considered in determining 
whether the method used for the allocation of general and administra- 
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 

and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 
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VIIL Precontract Costs (ASPR 15rZ£^i3(i), page 24) . The parentheti- 
cal reference to ASPR 15-lxx was included by way of compromise of an 
issue within the Editing Subcommittee and, accordingly, this para- 
graph was not discussed in the sessions of the joint subcommittees. 

If Part 2 is approved with this reference included, the full reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com- 
mittee Prior to Adoption of Part 2, Section XV . 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15) . Attention 
is invited to the matter of "Implementation of 'Side' Agreements" 
which is discussed in paragraph 4. A. of the Editing Committee 
report of February 27, 1956. In the draft there discussed, the pro- 
blem was related to proposed ASPR 15-204, 2(q)(3)(iii)(B) / ASPR 
15-204. 26d in the draft for editing/. 

II. Overtime, Extra-Pay Shift, and Multi-Shift Premiums, ( ASPR 
15-204. 2(o), page 12 ). Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956. Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understood. 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and explaining 6uch changes and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204, a table has been prepared (TAB A 
attached) showing the title and lettered paragraph designation of each item 
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in the attached draft of Part 2 followed by brackets containing the corres- 
ponding paragraph reference in the draft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 

Air Force Member 


Section XV Subcommittee: 


Army : 

J. O. Hunnicutt, Jr. , Maj. , DCSLOG 
T. P. Partyka, Hq. AAA 
J. A. Mays, Hq. AAA 


DOD: 


Navy : 

Arthur C. Sawallisch, ONM 
James Ruttenberg, OC-N 
E. T. Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 
(alternate) 


Air Force: 


H. H. Gallup, OSD (S&L) Paul M. Southwell, AFMPP 

Chairman, Section XV Subcommittee George A. Rudigier, AFAUD 
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* Will submit separate report. 



APR 2 1956 


MEMORANDUM FOR THE CHAIRMAN, ASPR COMMITTEE 

SUBJECT: Case 53- Uk, Revision of Section XV, Contract Cost Principles 
Separate Report of the Array and Air Force members. 

Editing Subcommittee 

1* The Array and Air Farce members of the Editing Subcommittee 
understood that the Editing Subcommittee 's report of March 9, 1956 
was returned to that Subcommittee solely to resolve, with the Section 
XV Subcommittee, any substantive differences between that report and 
the materials approved by the ASPR Coranittee in December 1955* On the 
contrary, a great part of the time of the two Subcommittees in the past 
two weeks has been devoted to consideration of entirely new substantive 
concepts put forth by various members of the Section XV Subcommittee* 
Since the Array and Air Force members of the Editing Subcommittee do not 
consider most of the changes made in the past two weeks necessary to 
conform the edited draft substantively to the draft approved by the ASPR 
Committee, and since they do not know which, if any, of the many new 
concepts have already been considered and rejected by the ASPR Committee 
or by the individual ASPR Coranittee members from the Departments in 
which the concepts originated, they are not able to recommend approval 
of the materials now being submitted to the ASPR Coranittee* 

2* As examples, attention is directed tp the paragraphs lis ted 
below* 

a* 15-200 has been revised to exclude supply contracts with 

contractors not having commercial type accounting systems, and to exclude 

clauses in supply or service contracts providing for the acquisition of 
facilities * 
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b. 15-203 ,o) has been revised by adding i first and third 

sentences* The first sentence defines "baseperiod." The third sentence 
was added to preclude the idea that all indirect costs allocable to a 
contract which ran for several years had to be charged to one selected 
fiscal year. 

c. 15-203.5 has been revised to include the "input cost method" 

as a yardstick for determining whether the contractor's method of distribut- 
ing general and administrative costs is equitable and has deleted direct 
reference to inventory variations. 

d. l5-20U.2(f ) (2) as approved by ASPR and as originally edited 
provided that depreciation should be "based upon original acquisition 
cost." As now changed the paragraph ignores acquisition cost and bases 
depreciation on whatever base is used for Federal income tax purposes. 

Read in conjunction with l5-20lu3(j) this paragraph originally required 
that the contractor ignore, far Government contract cost purposes, both 
profits and losses on trade-ins. In addition, application of this para- 
graph (f)(2) as now revised to tax-exempt corporations which have conmercial 
type accounting systems, will be difficult. 

e. l5-20iu2(f)(5) has been changed to prohibit use charges on 
assets acquired without cost to the contractor. 

f. l5-20iu2(n)(5) which did require that inventory discrepancies 
be included in arriving at "the cost of material" now requires that they 
be included in arriving at "the cost of performance." 

g. l5-20U.2(u)(2) is an entirely new paragraph limiting the 
rentals which may be charged between plants, divisions, or organisations 
under common control. 
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h. 15-20U. /) (3) has been changed to requi 1 disclosure to the 

Government of the purposes and results of related research and development 
for which the contractor Is reimbursed in whole or in part by the Govern- 
ment. 

i. l5-2GU.2(aa)(l) has been limited to the costs of the con- 
tractor’s membership in organizations* as distinguished from the costs of 
membership of contractor employees. 

j. l5-20iu2(bb) has been changed to limit on-the-job training 
conducted by educational institutions to part-time training* and to require 
Departmental implementation before training in educational institutions can 
be provided for in a contract. 

k. l5-20U.3(d) has been changed to: 

(1) disallow costs of repairing idle and excess facilities; 

(2) limi t the provision to contractor- owned facilities* and 

(3) clarify the assumed meaning of "standby purposes." 

l. l£-20U.3(j) has been changed by adding a cross reference 
which is in fact an exception. 

3. If a generalization may be hazarded* the changes made in the past 
two weeks tend to negate the idea of looking to the "reasonableness" of 
costs incurred, and substituting therefor various rigid rules of allowa- 
bility of costs. This trend in turn is attributable* at least in part* to 
the idea expressed by certain members of the Section XV Subcommittee that 
the doctrine of "reasonableness" expressed in 15-201.2 permits only 
questioning the reasonableness of the price paid as conpared to what the 
contractor got but does not permit questioning the reasonableness of the 
contractor *s incurring the cost in the first place. Possibly this lim i t ed 
Interpretation of "reasonableness" is due to the school of thought which 
considers Part 2 of Section XV to be an audit manual. 
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u. Hie Array awi Air Force members of the Editing Subcommittee 
recommend that the ASPR Committee review the materials now being sub- 
mitted on the subject case as if they were an entirely new substantive 
submission from the subject Subcommittee* subject only to recognition 
that the submission has been edited* 


Lt. Cole Charles W» WJJkinson 

Airny Member 

Editing Subcommittee 


John W. Perry- 
Air Force Member 
Editing Subcommittee 



February 27, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost 

Principles 

1. The Editing Committee has substantially completed its task with respect 
to the draft of Part 2, Section XV, submitted for editing in accordance with 
Item 4 of the Minutes of the ASPR Committee Meeting of 13 December 1955. 
In accordance with instructions of the Staff the edited Part is not submitted 
herewith; however, it can be submitted in final edited form immediately 
after resolution of the following three matters. 

A. Consideration by the ASPR Committee of certain new sub- 
stantive matter introduced by the Editing Subcommittee in 
connection with Material and Supply Costs (proposed 
ASPR 15-204. 2(n)(6)). This is discussed in paragraph 3. A. 
below. 

B. Consideration by the ASPR Committee, in connection with 
Research and Development Costs (proposed ASPR 15-204. 2 

* (v)(3), of the need for clarification of the term "product 
line" and, also, of the possibility of an inequity in regard 
to the allocation of costs allowable under the subject sub- 
paragraph. This is discussed in paragraph 3. B. below. 

C. An issue within the Editing Subcommittee with respect 

to the costs of Pension Plans (proposed ASPR 15-204. 2(q))« 
This is discussed in paragraph 3. C. below. 

2. In addition to the foregoing there are certain other matters which the 
members of the Subcommittee wish to bring to the attention of the ASPR 
Committee. These matters are discussed in paragraphs 4 and 5 below. 
They do not necessarily require resolution by the ASPR Committee prior 
to reproducing the edited Part. 

3. The matters requiring consideration by the ASPR Committee prior to 
reproducing the edited Part are discussed under A, B, and C of this para- 
graph. It should be noted that the numbering of the edited Part is entirely 
different from that in the draft for editing. For convenience of reference, 
the heading for each comment in this paragraph, as well as elsewhere in 
this report, sets forth the number of the applicable paragraph and sub- 
paragraph in the edited Part followed by brackets containing the corres- 
ponding number in the draft for editing. 


A. Material and Supply Costs - ASPR 15-204. 2(n)(6) / 15-204. 21f/ 


The subject subparagraph as edited provides: 

"(6) Costs of material, services, or supplies, 
sold or transferred between plants, divisions, or 
organizations, under common control, are allowable 
only to the extent of the cost to the transferor / , or 
the cost to the transferee, or the prices of other sup- 
pliers for the same or substantially similar items, 
whichever is lowest;/ provided that, in the case of 
any item regularly manufactured and sold by any 
such transferor through commercial channels, a de- 
parture from this cost basis is permissible if the 
charge to the contract does not exceed either (i) the 
transferor's sales price to its most favored customer 
for the same item in like quantity, or (ii) the prices 
of other suppliers for the same or substantially 
similar items." 

In editing this subparagraph, the Subcommittee has added the 
words in brackets at the end of the first sentence in the draft 
for editing, immediately following the word "transferor. " 

The inclusion of these words presents an addition of substance 
which is for consideration by the ASPR Committee „ 

B. Research and Development Costs - ASPR 15-204. 2(v)(3) 

/ 15-204. 34b(ii) / 

The subject subparagraph as edited provides: 

"(3) Related research is that type of research which 
is directed toward practical application of science. De- 
velopment is the systematic use of scientific knowledge 
directed. toward the production of useful materials, de- 
vices, methods, or processes, exclusive of design, man- 
ufacturing, and production engineering (see ASPR 15-204.2 
(m)). Costs of a contractor's independent related research 
and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost 
type production contract if allocated to all production work 
of the contractor; provided the research is related to the 
contract product or product line. Such research costs 
are unallowable under cost type research and development 
contracts." 
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From the above, it will be noted that independent related research 
and development costs are allowable only if related to the con- 
tract product or "product line", but that - such costs must be al- 
located "to all production work of the contractor. " The Fditing 
Committee is of the view that the term "product line" is suscept- 
ible of different interpretations and, in the interests of clarity, 
suggests that the ASPR Committee give consideration to the use 
of more meaningful terminology or to the development of a 
precise definition. Also, it appears that the requirement for 
allocating related research and development costs to "all pro- 
duction work of the contractor " may create an inequity. Under 
the circumstances, it may be desirable to consider whether 
the current requirement for allocation to "all production work 
of the contractor" should be revised to require allocation to 
all production work in connection with the "product line" as 
that term may subsequently be defined or otherwise clarified. 

C. Pension Plans - ASPR 15-204. 2(q) /ASPR 15-204 . 10 

The Chairman and the Army and Air Force members are not 
in agreement with respect to the subject paragraph as to the 
matters set forth below. 

I. Substantive Change. The major difference of opinion 
arises over the question whether the edited version of proposed 
ASPR 15-204. 2(q)(iii) acceptable to the Army and Air Force 
members varies substantively from the corresponding para- 
graph^/ 15-204. 26d/ of the draft for editing. The latter para- 
graph provides: 

" d. In determining the net costs allocable to mili- 
tary contracts, consideration will be given to the possi- 
bility of future abnormal termination credits or gains 
and the effect such credits or gains would have upon 
current costs. These termination credits or gains will 
arise with respect to individuals for whom current costs 
are being incurred by the contractor but whose employ- 
ment will terminate before they acquire a vested right to 
the benefits purchased or funded by current costs. When 
such credits or gains are foreseeable and their worth 
can be evaluated with reasonable accuracy, an equitable 
adjustment of current costs to give effect to the anticipated 
future credits or gains will be made. Such equitable ad- 
justment can be accomplished either by discounting the 
current costs otherwise allocable or by obtaining realistic 
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recognition in the actuary's calculation of current 
costs so that the current costs do, in fact, reflect the 
discount for the abnormal termination credits or gains 
which are anticipated. However, most often such ab- 
normal credits or gains, if foreseeable at all, are not 
susceptible of being evaluated at the time of contracting 
because neither the timing nor the severity of the termina- 
tion actions will be known. Under these circumstances, 
the Government's interest in such abnormal credits or 
gains will be preserved for retrospective evaluation 
and accounting. If a contractor has but one or relatively 
few Government contracts, an appropriate contractual 
provision may be used to preserve the Government's 
interest by providing retrospective accounting and any 
necessary adjustment to pension plan cost incurred 
under the contract. In other cases, where a contractor 
is not limited to one or few Government contracts or 
there is reasonable probability he will receive follow-on 
contracts, a separate contractual "side" agreement will 
be negotiated having application to all pension costs 
allowed under contracts with the particular contractor 
and provide for an accounting of abnormal credits or 
gains, as that term is defined in the agreement, arising 
by reason of a cutback or cessation of Government con- 
tract work, " 

There is set forth below, as proposed ASPR 15-204. 2(q)(3)(iii), 
a consolidated edited version of the preceding paragraph. The 
Army and Air Force members are in agreement with all ex- 
cept the words in brackets which the Chairman considers 
necessary to avoid a substantive change in the draft for editing. 
If the Chairman's version is adopted, the underlined word "and" 
preceding the "or" in each of the first two sets of brackets 
should be deleted. 

"(iii) in determining the net costs allocable to 
military contracts, consideration shall be 
given, in accordance with (A) and /or/ 

(B) below, to the effect upon current costs of 
possible future abnormal termination credits 
or gains which may arise with respect to in- 
dividuals for whom current costs are being 
incurred by the contractor but whose employ- 
ment will terminate before they acquire a 
vested right to the benefits purchased or 
funded by current costs — - 
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"(A) when such credits or gains can be 

currently evaluated with reasonable 
accuracy, an equitable adjustment of 
current costs to give effect to the antici- 
pated future credits or gains shall be 
made, either by reducing the current 
costs otherwise allocable or by obtaining 
realistic recognition in the actuary's 
calculation of current costs so that the 
current costs do, in fact, reflect the 
reduction for the abnormal termination 
creditjs or gains which are anticipated; 
and J_ or/ 

"(B) ^when such credits or gains cannot be 
currently evaluated with reasonable 
accuracy^/ such pension plan costs 
incurred under the contract shall be 
subject to retrospective accounting and 
any necessary adjustment for subsequent 
termination credits unless the Government 
and the contractor agree in writing upon 
any necessary adjustment, or the method 
of determining such adjustment. " 

II. Consistency with Interpretation in Part 6, Section XV. 

A lesser difference also exists within the Editing Subcommittee 
with regard to proposed ASPR 15-204. 2(q)(2). Here, the dis- 
agreement does not involve the question whether the edited 
version acceptable to the Army and Air Force members is 
substantively different from the corresponding subparagraph 
^15-204, 26cy in the draft for editing but the question whether 
it was intended that the latter draft should be significantly 
different from the interpretation set forth in Part 6, Section 
XV. The Chairman is of the view that an apparently un- 
explained significant difference does exist with respect to 
the coverage of pension plans for nonprofit and other tax 
exempt organizations. 

Subparagraph 15-204. 26c of the draft for editing provides: 

"c. The costs of a pension plan approved by the 
Military Department concerned, to the extent such 
costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non- 
profit or tax exempt organizations), are allowable except 
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as otherwise determined unallowable under this 
paragraph. Such costs may include excess con- 
tributions to the extent such contributions are 
claimed and allowed for Federal income tax 
purposes in the current taxable period. In cases 
where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of 
contract cost will be made for contributions dis- 
allowed for tax purposes which previously had been 
allocated to and allowed as contract costs." 

It is the Chairman’s understanding that no particular reason 
existed within the Section XV Subcommittee for significant 
departure from the current treatment of the pension plans 
of nonprofit or thx exempt organizations, set forth in part 
in ASPR 15-601. 2(b), as follows: 

"(b) Pension or retirement plans of a contractor 
which are subject to approval of the .Bureau of Internal 
Revenue must have been so approved before costs 
under the plans may be accepted as charges to Govern- 
ment contracts. Many plans of nonprofit or other tax 
exempt organizations are also reviewed and approved 
by the Bureau of Internal Revenue- - when not so re- 
viewed and approved, each such plan will be reviewed, 
and approved or disapproved, by the Department to 
which audit cognizance is assigned, using, insofar as 
applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of 
Internal Revenue. In any case where the Bureau of 
Internal Revenue withdraws approval of a plan, approval 
of amounts allocated to contract costs will be withdrawn 
accordingly. " 

Since Part 6, Section XV, received extended consideration by a 
Subcommittee addressing itself to that specific problem, the 
Chairman is of the view that significant departures therefrom 
should be avoided unless clearly intended and adequately justified. 

There is set forth below, as proposed ASPR 15-204. 2(q)(2) and 
(3)(i) and (ii), a consolidated edited version of the above sub- 
paragraph 15-204. 26c, with the controversial portions favored 
by the Army and Air Force members underlined and those 
favored by the Chairman in brackets. 
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"(2) Consideration, and approval or disapproval, 
of all pension plans_and the method of determination of 
the costs thereof / of approved plans_/ shall be the respon- 
sibility of the Department to which audit cognizance is 
assigned and subsequent action taken by that Department 
will, generally, be accepted by the other Departments. 
Plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, 
approval of a plan by the Internal Revenue Service does 
not necessarily assure the allowance of the costs of 
such a plan by the Department concerned. Pension 
plans of nonprofit or other tax exempt organizations 
are not required to be reviewed and approved by the 
Internal Revenue Service. J _ Many pension plans of 
nonprofit or other tax exempt organizations are re- 
viewed and approved by the Internal Revenue Service 
although such review and approval is not required. 

When the plans of such organizations are not reviewed 
and approved by the Internal Revenue Service, the 
cognizant Department shall review, and approve or 
disapprove, such plans, using, insofar as applicable, 
the criteria and standards of the Internal Revenue Code 
and the Regulations of the Internal Revenue Service^/ 

"(3) Reasonable costs of pension plans approved by 
the cognizant Military Department are allowable subject 
to the following conditions: 

"(i) except in the case of nonprofit or tax 
exempt organizations, such costs, in- 
cluding excess contributions, are allow- 
able only to the extent claimed and 
allowed for Federal income tax purposes 
in the current taxable period; 

"(ii) in cases where the Internal Revenue^ Serv- 
ice withdraws approval of a plan, /whether 
or not review of the plan_by Internal Revenue 
Service was mandatory, / an appropriate 
adjustment of contract costs shall be made 
for /which, except in the case of nonprofit 
and tax exempt organizations, shall take 
into account/ contributions disallowed for 
tax purposes which previously had been 
allocated to and allowed as contract costs;" 
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Internal Revenue Service although such review and approval is not required. 
When the plans of such organizations are not reviewed and approved by the 
Internal Revenue Service, the cognizant Department shall review, and approve 
or disapprove, such plans, using, insofar as applicable, the criteria and 
standards of the Internal Revenue Code and the Regulations of the Internal 
Revenue Service. / 

(3) Reasonable costs of pension plans approved by the cognizant 
Military Department are allowable subject to the following conditions: 

(i) except in the case of nonprofit or tax exempt organizations, 
such costs, including excess contributions, are allowable 
only to the extent claimed and allowed for Federal income 
tax purposes in the current taxable period; 

(ii) in cases where the Internal Revenue Service withdraws 
approval of a plan, /whether or not review of_the plan 
by Internal Revenue Service was mandatory, _/ an appro- 
priate adjustment of contract costs shall be made for 
/which, except in the case of nonprofit and tax exempt 
organizations, shall take into account/ contributions 
disallowed for tax purposes which previously had been 
allocated to and allowed as contract costs; 

(iii) in determining the net costs allocable to military contracts, 
consideration shall be given, in accordance with (A) and 
/ or_/ (B) below, to the effect upon current costs of possi- 
ble future abnormal termination credits or gains which may 
arise with respect to individuals for whom current costs are 
being incurred by the contractor but whose employment will 
terminate before they acquire a vested right to the benefits 
purchased or funded by current costs — 

(A) when such credits or gains can be currently evalu- 
ated with reasonable accuracy, an equitable ad- 
justment of current costs to give effect to the anti- 
cipated future credits or gains shall be made, either 
by reducing the current costs otherwise allocable 
or by obtaining realistic recognition in the actuary's 
calculation of current costs so that the current costs 
do, in fact, reflect the reduction for the abnormal 
termination credits or gains which are anticipated; 
and /or/ 
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(B) /when such credits or gains cannot be currently evalu- 
ated with reasonable accuracy/ such pension plan costs 
incurred under the contract shall be subject to retrospec- 
tive accounting and any necessary adjustment for sub- 
sequent termination credits unless the Government and 
the contractor agree in writing upon any necessary adjust- 
ment, or the method of determining such adjustment. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration on 
an individual case basis. 


NOTE — The above proposed ASPR 15-204. 2(q) is a consolidated edited 
version of paragraph 15-204.26 of the draft for editing. The 
controversial material favored by the Army and Air Force 
members is underlined and that favored by the Chairman is 
in brackets. 


3 


TAB A 


The Chairman is of the view that the underlined third sentence 
of subparagraph (2) treats the problem of pension plans of non- 
profit and other tax exempt organizations in a manner which 
is too cryptic. If it is desired that the treatment of the problem 
be substantially parallel to that in existing ASPR 15-601. 2(f), 
the Chairman recommends the deletion of the underlined 
sentence and substitution of the material in brackets which 
follows in both subparagraphs (2) and (3). 

Attached as TAB A is a consolidated edited treatment of 
Pensions Plans -- ASPR 15-204. 2(q) ./ 15-204. 26/ in which 
the controversial portions favored by the Army and Air Force 
members are underlined and those favored by the Chairman 
are in brackets. 


4. The Chairman further invites the attention of the ASPR Committee to 
the following which is one of the matters referred to in paragraph 2 above 
as not necessarily requiring final action by the ASPR Committee prior to 
reproduction of the edited Part* 


Pension Plans - ASPR 15-204. 2(q)(3)(iii) (B) / 15-204. 26d/ 


A. Implementation by "Side* 1 Agreements. In connection with 
subject subparagraph (see TAB A attached), it is noted that 
the ASPR Committee recently considered the development 
of an agreement for Government-wide or DOD-wide use to 
provide for the recovery of reversionary credits of costs of 
pension plans (see ASPR Case 55-111, Item 11 of the Minutes 
of December 13, 1955). This case was withdrawn by the Army 
ASPR Committee Member on the basis of the prior considera- 
tion given to the general problem of reversionary credits by 
the ASPR Conference in Case 51-34 (see Item 8 of the Minutes 
of April 8, 1952). In that case, the ASPR Conference approved 
the report of the Contract Cost Subcommittee of 13 March 1952, 
which recommended as follows: 


"The Committee feels that what is needed 
here is appropriate implementation by the mili- 
tary departments to their auditors and contract 
negotiators so that pension costs will be questioned 
and proper action taken thereon where appropriate. 
It does not believe that any action by the ASPR Con- 
ference beyond concurrence with this viewpoint is 
necessary or desirable at this time . 11 (Emphasis 
added. ) 
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It is understood that each of the Departments has been ex- 
perimenting with the development of agreements to. provide 
for the recovery of reversionary credits, of the same gen- 
eral type as referred to in. Case 55-111, and that, in the 
interests of achieving uniformity, there has been informal 
coordination among representatives of the Departments. 
Paragraph 15-204. 26d of the draft for editing (set forth in 
paragraph 3.C. above) refers to similar agreements as 
"side" agreements. Under the circumstances, the ASPR 
Committee may wish to consider whether further action 
on the matter of DOD-wide agreements providing for the 
recovery of reversionary credits is appropriate at the 
present time. 

B. Further Implementation . It is suggested that it may be 
desirable to consider whether further implementation of 
the subject subparagraph is appropriate. Attention is in- 
vited to ASPR Case 55-47 - Cost Reimbursement Type Con- 
tracts - Development of Standard Basic Forms for Release 
and Assignment of Credits, Refunds, and Rebates, for 
possible consideration in this regard. 

5. The Editing Sub committee invites the attention of the ASPR Committee 
to the following as one of the matters referred to in paragraph 2, which do 
not necessarily require final action by the ASPR Committee prior to re- 
production of the edited Part. 

Overtime, Extra- Pay Shift, and Multi-Shift Premiums- ASPR 15-204. 2(o) 
J_ 15-204.24/ 

The subject paragraph provides as follows: 

"(o) Overtime, Extra-Pay Shift, and Multi-Shift 
Premiums . The premium portion of overtime, extra- 
pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or in- 
direct labor costs, but the amount of such premiums 
shall be separately identified. Costs of such premiums 
on direct labor are allowable only to the extent expressly 
provided for in the contract or otherwise authorized by 
the Government (see ASPR 12-102 for further information 
concerning the policy regarding such authorization). When 
direct labor cost is the base for distribution of overhead, 
the premium portion of overtime payments shall not be 
included in that base. The premium portion of overtime. 
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PROPOSED ASPR 15-204.2 

& # $ 


(q) Pension Plans . 

(1) A pension plan is a plan which is established and maintained by 

a contractor primarily to provide systematically for the payment of definitely 
determinable benefits to its employees over a period of years, usually for 
life, after retirement. Such a plan may include disability, withdrawal, 
insurance, or survivorship benefits incidental and directly related to the 
pension benefits. Such benefits, generally, are measured by, and based on, 
such factors as years of service and compensation received by the employees. 
The determination of the amount of pension benefits and the contributions to 
provide such benefits are not dependent upon profits. Benefits are not 
definitely determinable if funds arising from forfeitures on termination of 
services or other reason may be used to provide increased benefits for the 
remaining participants instead of being used to reduce the amount of con- 
tributions by the employer. A plan designed to provide benefits for employees 
or their beneficiaries to be paid upon retirement or over a period of years 
after retirement shall be considered a pension plan if, under the plan, either 
the benefits payable to the employee or the required contributions by the 
contractor can be determined actuarially. (Retirement plans which are 
based on profit- sharing shall not be considered to be pension plans within 
this paragraph (q). ) 

(2) Consideration, and approval or disapproval, of_a.ll pension 
plans_and the method of determination of the costs thereof / of approved 
plansT shall be the responsibility of the Department to which audit cognizance 
is assigned and subsequent action taken by that Department will, generally, 
be accepted by the other Departments. Plans which are subject to the ap- 
proval of the Internal Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, approval of a plan by 
the Internal Revenue Service does not necessarily assure the allowance of 
the costs of such a plan by the Department concerned. Pension plans of 
nonprofit or other tax exempt organizations are not required to be reviewed 
and approved by the Internal Revenue Service. ]_ Many pension plans of non- 
profit or other tax exempt organizations are reviewed and approved by the 
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extra-pay shift, and multi- shift payments to indirect 
labor employees is allowable without prior approval, 
if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. When such 
premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be 
equitable in relation to (i) the amount of such premium 
costs allocated to non -Government work being con- 
currently performed in the contractor's plant and (ii) 
the factors which necessitate the incurrence of the costs.." 

It is considered that an appropriate subcommittee familiar with 
the policy set forth in ASPR 12-102 should be asked to reconsider 
that ASPR provision in the light of proposed ASPR 15-204. 2(o). 

It is considered that particular attention should be addressed 
to the terms "authorization" and "prior approval", and to the 
matter of premium pay to indirect labor employees which is 
not now specifically treated in ASPR 12-102. 

6. It is requested that the Editing Subcommittee be furnished instructions 
with respect to the matters set forth in paragraph 3 and that the ASPR 
Committee take such action as may be appropriate with respect to the 
matters set forth in paragraphs 4 and 5. 


GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY 
Air Force Member 
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OFFICE OF THE ASSISTANT SECRETARY OF DWENSE . 
Washington 25, D. €• 


November 1, 1955 


MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJECT: Case 53-Uh, Revision of Part 2, Section XV 


Your Subcommittee has reviewed the comments of the following with respect 
to subject: NSIA, MAPI, RETMA, NAM, AMA, C. of C», AIA, American Institute 

of Accountants, Council of Profit Sharing Industries, and Comptrollers 
Institute of America. These comments resulted in numerous revisions of our 
3/23/55 draft. 

At the outset, the subcommittee wishes to draw attention to certain major 
issues with industry which are historic and have not been resolved in this 
draft to the complete satisfaction of industry* YJhile these issues have been 
taken up separately in this report, they are mentioned here because of their 
importance and long standing differences. They are (1) 15-203.3, Selling 
and Distribution Expenses, (2) 15-20^.1, Advertising, (3) l5-20h.ll, Enter- 
tainment, (h) 15-20U.16, Interest and (5) l5-20li*l8. Losses on Other Contracts. 

Industry made the following general observations which the subcommittee 
believes worthy of mentioning. First, they object to the requirement, in many 
cases, that some costs to be allowable must be upon authorisation by special 
contract provision or by written authorisation of the contracting officer, 
rather than just the approval of the contracting officer. 

Second, throughout the proposed draft there is interjected a requirement 
that the auditor evaluate the equities of the situation, in addition to his 
visual function of measuring the reasonableness of the amount and the proper 
allocability of the item. Section XV should be limited to indicate types 
and amounts of cost which are or are not allowable in cost- type contracts 
and it should not be made an audit manual for the various services* 

The third observation is that detailed implementing instructions of the 
departments should be prepared prior to the publishing of this section. 

The following paragraphs contain what the Subcommittee considered to be 
major unresolved issues with industry, certain differences which developed 
within the Subcommittee, and other comments on particular paragraphs of the 
draft. 

15-200 Scope of Part . 

INDUSTRY POSITION 


A statement should be included to the effect that Section XV is not 
applicable to fixed price contracts, including those with price redetennina- 
tion provisions. 


/ 

SUBCOMMITTEE POSITION 

The proposal is not acceptable since audit agencies have no alternative 
at present other than to use Section XV as a guide in auditing these contracts. 

ISriSUk) Eactors Affecting Allowability of Costs. 

INDUSTRY POSITION 

Costs should not be measured by the new criterion "significant deviation 
in the established practices of the contractor which substantially increase 
the contract costs. " 

SUBCOMMITTEE POSITION 

This new criterion is only one of the factors affecting allowability of 
costs. This does not take anything away from the contractor. If the reason 
for the deviation is justified, costs may still be allowed. 

Indirect Engineering Expenses. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement member does not agree with the subcommittee's 
change of inserting the parenthetical phrase "(including independent research 
projects)" in paragraph 15-203.2. 

The Subcommittee's purpose in inserting this phrase was to cover those 
few situations where contractors do not have a separate research department but 
perform their research in their engineering departments . To meet these 
situations, the subcommittee wanted a statement in Section XV to provide that 
where independent research is performed in an engineering department, allocation 
of indirect engineering expenses will be made to such research work. 

The objection of the Air Force procurement member stems from the belief 
that such statement is unnecessary since the purpose of inserting the paren- 
thetical statement is already accomplished by the present wording of recognising 
independent research expenses in paragraph 15- 204.34c: 

"Independent research projects will absorb their appropriate 
share of indirect expenses of the department where research work 
is performed." 

Furthermore, the insertion of the parenthetical statement makes paragraph 
15-203.2 subject to misinterpretation since a literal reading of the 
paragraph with the insertion is likely to be to the effect that indirect 
engineering expenses of the engineering department should be allocated to 
research projects even though such work is performed in a research department 
independent and apart from the location of the engineering department. This, 
of 0010 * 86 , was not what was intended. The Air Force procurement member, 
therefore, recommends the deletion of the parenthetical statement. 
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15-203*3 Selling and Distribution Expense * 

INDUSTRY POSITION 

Selling and distribution expenses are generally a cost which should be 
acceptable as allocable to Government contracts by associating such expendi- 
tures with an indirect benefit to Government work. It contends that the 
Government stands to benefit by being able to place orders for standard 
commercial products or specially designed products with companies which, 
through expenditures for advertising, sales promotion and selling activities, 
have capacities to produce efficiently and quickly the requirements of the 
Government that otherwise could not be possible without delays and expendi- 
tures.. Industry would like the allowable costs more clearly defined* How- 
ever, it is noted that the American Institute of Accountants says* "This 
treatment of selling expenses seems entirely satisfactory to me, and is in 
agreement with good industrial and contract practice*" 

SUBCOMMITTEE POSITION 


Pure selling expense of the contractor as such is unallowable for the 
reason that it is not necessary and does not contribute anything to the 
performance of the contract* Generally, any type of marketing expense in 
the ordinary sense is not considered to be necessary in contract performance 
and is not required in doing business with the Government. However, the 
Subcommittee does feel that a reasonable demonstration that his technical, 
consulting and related beneficial services which are for purposes of appli- 
cation and adaptation of the contractors products may justify allocation of 
Government contracts. Ary further liberalization would be unjustified. 

15-203 »lr General and Administrative Expenses . 

INDUSTRY POSITION 

It is not necessary to enumerate factors to be considered in determining 
whether a method of distributing general and administrative expenses will pro- 
duce equitable results. The inclusion of such a listing will lead only to 
further confusion and may cause overemphasis on the use of the factors 
enumerated. 

SUBCOMMITTEE POSITION 

It is recognized that this paragraph involves a controversial matter and 
one which requires the consideration of many different points* However, it 
is felt that inclusion in this paragraph of several illustrative factors to 
be given consideration will not only insure that the listed factors are con- 
sidered but will tend to indicate that there are many facets to the problem. 

15-203*5 Base Period for Allocation of Indirect Expenses . 

INDUSTRY POSITION 

This paragraph is inconsistent with 15-203 (b) and permits Government 
personnel to select the periods which must be used. 
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SUBCOMMITTEE POSITION 


The Subcommittee fails to see any inconsistency between this paragraph 
and 15-203 (b), One deals with the method of allocation and the other with the 
base period for allocation. 

l5-20k.l Advertising . 

INDUSTRY POSITION 

The present limitations on advertising are too restrictive, and overlook 
the fact that any advertising is a normal cost of doing business from which 
the Government has derived benefit and as such should bear a portion of the 
expenses. 

SUBCOMMITTEE POSITION 

Advertising, generally, is not necessary in order for industry to con- 
duct business with the Government. On the other hand, in the modified version. 
Government recognition has been accorded that portion of industry advertising 
which encourages dissemination of technical information within industry itself 
through certain media, the results of which benefit both industry and the 
Government, and the Government will share in its portion of same. One slight 
concession made by the Subcommittee is the deletion in the third line of 
paragraph a. (1) after the word ’’placed" of the phrase, "for the purpose of 
offering financial support to", and substituting the word "in". The change 
was made because of the difficulty of determining a contractor’s intent and 
the words were not helpful in determining cost allowances. The Subcommittee 
set forth its views on this subject in greater detail in previous reports. 

l5-20lu6 Compensation for Personal Services . 

The DOD position on profit sharing has not been determined by higher 
authority. Accordingly, the Subcommittee found it impracticable, because of 
cross references, to write this entire paragraph in final form until policy 
guidance is forthcoming. 

l$-20li.8 Contributions and Donations . 

INDUSTRY POSITION 

Industry has two objections to the proposed recognition of contributions 
and donations. First, industry objects to the exclusion of religious contri- 
butions and donations as a reimbursable cost. Next, industry feels that 
aside from the reasonableness of the amount of donations and the contractor* s 
consistent practice of making such donations that the only additional limi- 
tation for the recognition of these donations is that the amount be deductible 
for federal income tax purposes. Accordingly, industry objects to the phrase 
"but the deductibility of the contribution for income tax purposes does not 
in itself justify its allowability as a contract cost." 


h 



SUBCOMMITTEE POSITION 


(1) Religious donations should not be a reimbursable contract cost 
because (a) it cannot be said that religious donations are an ordinary and 
necessary business expense and (b) it is believed that the reimbursement to 
contractors of their religious donations from Public and Defense Funds would 
violate public policy • 

(2) The deductibility of an item for federal income tax purposes should 
not be the only consideration for its recognition as a contract cost. For 
example, propriety and reasonableness are other standards. Hence, the phrase 
quoted above and objected, to by industry is necessary in regarding the 
recognition of contributions and donations. 

l5-20U.9e Depreciation . 

Protracted discussions in the Subcommittee failed to resolve the ques- 
tion of whether the term "emergency facility" or "emergency facilities" 
should be used in this paragraph. 

MAJORITY POSITION 


The issue arises because of the Army and Air Force policy of allowing 
contractors to select categories of facilities, for which separate findings 
are made on a determination, for true depreciation and those for normal 
depreciation. 

NAVY MINORITY POSITION 


Navy policy is that once a true depreciation determination is made, a 
contractor must elect to take true or normal depreciation for all the facil- 
ities covered by the determination* Hence, Navy insistence on the words 
"emergency facilities" 

15-20U.11 Entertainment Expense . . 

INDUSTRY POSITION 

Industry objects to the words "social activities" as it may create con- 
flict with the provisions of 15-20U.10 and 15-20U.U0. It further contends 
that unless there is an overriding public policy to the contrary, entertain- 
ment expenses reasonably allocable to Government contracts should be recog- 
nized, to the extent that it can be demonstrated that such expenses are 
ordinary and necessary to the business of a contractor. 

SUBCOMMITTEE POSITION 


There is no conflict with this paragraph and paragraphs 15-20U.10 and 
15-20U.U0. Furthermore, this type of expense is solely for the benefit of 
the contractor, serves no purpose to Government work and has been tradi- 
tionally disallowed. The contractor may be placed in a favored class should 
he be allowed to recoup entertainment expense through Government contracts 
and is considered to be against public policy. 


l5-20h.l5(f ) Insurance and Indemnification * 

AIR FORCE MINORITY POSITION 

The Air Force procurement member disagrees with the Subcommittee’s 
wording of subparagraph (f) and believes that the following proposed wording 
would permit a more practicable application of accepting uninsured losses as 
a contract cost* The proposed change would remove uncertainty as to the 
Government commitments and liability in this area. It also makes the 
Government’ s commitment known at the time of contracting* Furthermore# it 
eliminates the Departmental approval of such cost (as the present language 
provides) and places it at the level of the procuring activity* It is pro- 
posed that (f) read* 

• losses resulting from failure to insure (through self insurance 
or otherwise) are not allowable unless authorised by special contract 
provision.” 

OSD MINORITY POSITION 

It is recommended that the words# "unless approved by the Department 
concerned" be deleted in paragraph (f ) since only one known Navy case was 
cited in substantiation of the. phrase* 

15-2QL.16 Interest and Other Financial Expenses * 

INDUSTRY POSITION 

Industry contends that interest should be allowable. 

SUBCOMMITTEE POSITION 


Interest has always been considered as unallowable because it represents 
a distribution of profits to persons who have advanced capital on a loan 
basis. The Subcommittee sees no reason why this position should be changed* 
More detailed reasons for disallowance are set forth in previous reports* 

In this connection# it should be noted that DOD Directive requires interest 
to be charged on advance payments. 

l5-20li.l8 Losses on Other Contracts . 

INDUSTRY POSITION 

Industry# in effect# requests that the portion of cost-participation 
contracts not reimbursed by the Government under that contract be allowed as 
a cost on other contracts* 

SUBCOMMITTEE POSITION 


This proposal is rejected since a contractor in accepting a cost-partici- 
pating R&D contract expects that later production contracts will be obtained 
resulting in profit to compensate for earlier costs of participation. 
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15-20U. 19(b) Maintenance and Repairs * 
INDUSTRY POSITION 


Industry objects to the restriction of recognizing deferred maintenance 
expenses only by specific contract provision. 

SUBCOMMITTEE POSITION 

The requirement of a specific contract provision for recognition of this 
expense is necessary in order that the Government may exercise some control 
over the amount of deferred maintenance expense which may be charged against 
cost- type contracts. The contract provision requirement in no way lessens 
the recognition of this expense. Since such expenses could be substantial 
and the possibility of a dispute would always be present as to the amount 
which should be accepted as a contract cost, it seems best that this be 
covered by a contract provision. 

l5-20li.21b« Materials and Supplies (Cash Discounts) 

INDUSTRY POSITION 


Industry questions the requirement of the Government that cash discount 
be taken as a credit against the cost of materials, their theory being that 
cash discount is actually financial income comparable to interest as a finan- 
cial expense, and since interest is not considered an allowable cost, cash 
discount credits should be omitted from consideration. 

SUBCOMMITTEE POSITION 


The subject of cash discount credit is in an area completely separate 
from that of financial expense or financial income. Classifying cash discount 
as financial income is fallacious since realized income cannot arise through 
the operation of buying. Net prices are substantially on a cash basis and 
therefore represent the most effective costs. It is the net price which a 
seller expects to receive, and a buyer expects to pay. The cost of materials 
therefore is represented by the total outlay of cash or. its equivalent for 
tho purchase of the materials; if the cash paid out includes a reduction for 
allowances or credits taken by the contractor, the net amount paid represents 
the true cost of the material. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement member believes the third sentence of this 
subparagraph is subject to misinterpretation since it gives the impression 
that a contractor has the election to credit discounts, rebates, etc. to 
material costs or to indirect costs. The Air Force Procurement member 
would clarify the 3rd sentence by adding the following: "which ever method 
has been consistently followed by the contractor." These added words are 
considered necessary since it is believed that the requirement for a con- 
sistent application of these credits is not necessarily found by reading 
the questioned sentence in light of the Basic Principles and Standards 
( 15 - 201 ). 
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l5-20U.21e . Materials and Supplies (Write-down of Inventory Values) * 

industry position 

Write-down of inventory value should be allowed as a contract cost. 
SUBCOMMITTEE POSITION 

Although this item is not a major objection by industry, the Subcommittee’s 
position is that there is little, if any, merit to industry’s contention in 
cost-type contracts. Write-down of material costs would, of necessity, have 
to apply to material costs unrelated to a Government cost-type contract and, 
therefore, should be absorbed by the business to which the (write-down of 
value) applies. 

15-20U.2U Overtime! Extra Pay Shift and Multi-Shift Premiums . 

INDUSTRY POSITION 

Industry wants restriction lifted with respect to cost of overtime and 
shift premium on indirect labor. The suggested change in the draft may remove 
some of the objection. As to such cost on direct labor industry wants no 
restriction except as provided by oontract terms in accordance with the con- 
tractor's practices and procedures, this being a standard operating procedure 
for most companies and such provision is often made for such procedures in 
union contracts. This argument does not in any way appear to bind the Government. 

SUBCOMMITTEE POSITION 

For the contractor to be required to identify separately shift premium 
and overtime on his books is a sound practice and one which requires but 
little or no overhead cost to segregate. This has been traditional with the 
Government to restrict and control overtime and extra pay shift cost. Not 
to do so would invite the contractor to work normal hours on commercial work 
and run up lage amounts of extra pay and overtime cost. Extra pay cost and 
overtime premium on indirect labor is allowable on a pro rata basis to 
commercial and Government provided it is otherwise reasonable. 

15-201;. 25 Patent Expenses . 

INDUSTRY POSITION NO. 1 

Costs of filing patent applications by a contractor should be allowed 
even though the Government may not obtain any rights under the patents because, 
by obtaining a patent, a contractor avoids the necessity of eventually being 
required to pay a royalty to sane other person who may obtain a patent on the 
same invention* 

SUBCOMMITTEE POSITION NO. 1 

This comment was rejected on the basis that the contractor gets title 
to the patents and the primary benefits therefrom. This would amount to a 
windfall to the contractor if the Government paid* 
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INDUSTRY POSITION NO. 2 

Add to allowable costs "the defense of patent infringement litigation"* 
SUBCOMMITTEE POSITION NO. 2 

Under the Act of June 25, 1910, as amended, (28 USC 11*98), only the 
Government can be sued for patent infringement on contractor's production 
for the Government* If a contractor is sued for patent infringement, it 
must be for its own commercial production* Therefore, there can be no costs 
to industry for defense of patent infringement litigation, except such as 
are passed on to industry by the Government through the Patent Indemnity 
clause* To allow such costs would conflict with the purpose of the Patent 
Indemnity Clause* 

l5-20li*29c » Legal Fees . 

INDUSTRY POSITION 


The cost of successful anti-trust suits brought by the Government and 
the cost of successful prosecution of claims against the Government should 
be allowable on the premise that these are ordinary, necessary and proper 
expenses of doing business and therefore should be considered allowable* 

SUBCOMMITTEE POSITION 

Costs incurred in these connections, whether the results of the actions 
are successful or not, are unallowable. Reimbursement of litigation costs 
where the Government is a party to the suit is obviously untenable* The 
Government can not financially support the party with which it is engaged in 
legal dispute* 

15-201**30 Profits and Losses on Disposition of Plant, Equipment or Other 
Capital Assets * ' 

INDUSTRY POSITION 

Such profits and losses should be allowable to the extent that they rep- 
resent adjustments to depreciation on assets acquired for Government business* 

SUBCOMMITTEE POSITION 


The subcommittee agrees with this contention but feels that it would be 
impractical, if not impossible, to distinguish between that portion of a 
profit or loss which represents an adjustment of depreciation and that which 
was caused by fluctuations in the general price level' 

15-201**31 Reconversion Expenses * 

INDUSTRY POSITION 


Industry comments ran the complete gamut from general agreement with the 
item as drafted to an extreme statement by Auto Manufacturers Association that 
"we can see no reason for disallowing any conversion expenses"* 
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SUBCOMMITTEE POSITION 


It is apparent that industry should seek a birth-to-burial treatment of 
reconversion expenses; however, the comments furnished no valid reasons for 
changing the principle* Specific provision in the contract of those recon- 
version expenses which are allowable appears the best method of assuring fair 
treatment of the Government's and contractors' interests* AH items not 
specifically provided for in the initial contract or by modification are 
not allowable* 

l$-20Uo33 Rentals of Plant and Equipmen t* 

BJDUSTEI POSITION 


The restriction on amounts of allowable rent for facilities covered by 
sale and lease-back agreements is not equitable* As long as the rents are 
reasonable in the light of the type, condition and value of the facilities 
leased, options available and other provisions of the rental agreement the 
Government's interests are adequately protected* In addition* the Government 
would be penalizing companies who have sale and lease-back agreements as 
contrasted with companies holding conventional leases* 

SUBCOMMITTEE POSITION 

Sale and lease-back agreements are primarily entered into to provide 
additional working capital, without borrowing funds, or issuing additional 
capital stock* Another reason could be to obtain tax benefits. To accept 
the risk, financing and profit factors included in the rental of sale and 
lease-back facilities would be contrary to our position regarding interest 
as a nonallowable cost* Furthermore, the accelerated amortization usually in- 
cluded in the rental may represent an unreasonable contract cost* 

l5--20U*3Ub(i) Research and Development (General Research ) 

The subcommittee concurs with the violent objection of industry to placing 
a ceiling of 25 % on general research costs. The draft takes a new approach 
of allowing "the allocable portion of 75 % of the allowable costs of a con- 
tractor' 8 independent general research". Under this arbitrary formula, there 
is no penalty for being predominantly a defense contractor but seme restric- 
tion is placed on such a contractor from going whole hog bn general research 
by forcing him to place some of his own funds into such projects* Some 
Subcommittee members are not adamant in the position on the percentage figure 
and are willing that the figure be as high as 90$. Other Subcommittee members 
feel that 75 % is a reasonable figure but ehould be followed by the paren- 
thetical insertion "(or such other percentage as may be agreed upon and set 
forth in the contract Schedule)" since flexibility is desirable in this area* 

15-20U»35 Royalty Payments * 

INDUSTRY POSITION 


Industry takes objection to the limitation on the allowability of royal- 
ties where royalties paid or payable for the right to use patents necessary 
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for the proper performance of a contract and where the Government does not 
already have a royalty-free license to use such patents, the royalties are 
allowable to the extent expressly provided for elsewhere in the contract or 
otherwise authorized by the Contracting Officer* Industry contends that it 
should be permitted to manufacture products under license agreements which 
they would otherwise have to purchase and that payment for same should not 
be subject to such limitations. 

SUBCOMMITTEE POSITION 

In the Subcommittee's opinion, the payment of royalties to contractors 
under the circumstances described should be circumscribed by contract pro- 
visions or effected under the Contracting Officer's cognizance. Because 
fees for use of patents, where the Government does not have a royalty— free 
license to use same, may often be predicated on the highest rates the 
market will bear, and since payment limitations are difficult to establish 
where effective competition does not exist, the Government has established 
procedures leading to the reduction of royalties where royalty payments in 
connection with contract performance are deemed excessive* The inclusion 
of the limitations in the revision permits review of the circ mstances 
surrounding the incurrence of royalty payment costs and assures control by 
the Contracting Officer* In addition to the cost feature, review by the 
Government can be effected to assure that the Government does not already 
have a royalty-free license to use the patent concerned. In summsxy, Con- 
tracting Officers can determine if the royalty costs are bona fide and 
reasonable* 

l5-20lu36 Service and Installation Expenses * 

BACKGROUND 

_ The 3/23/55 draft contained a provision (now deleted) concerning cor- 
recting product defects and replacing defective parts. 

ASPR POSITION 

ASPR 7-203.5 - Inspection of Supplies and Correction of Defects - pro- 
vides that the Government will pay these costs unless caused by hi eh officials 
of the contractor* 

SUBCOMMITTEE POSITION 

When such costs are incurred due to failure to comply with contract terms 
or specifications, or from causes considered bo be beyond the area or reason- 
ableness, such costs including any applicable overhead should be unallowable* 
The Subcommittee will present an actual case in substantiation of its recom- * 
mendation that the ASPR Committee give serious consideration to «n>nnHw 
ASPR 7-203*5 along the above lines* 

15-20U.37 Severance Pay * 

INDUSTRY POSITION 

The portion of the revised provision relating to contract costing of mass or 
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abnormal severance pay is impractical and would be difficult and cumbersome 
to apply, and the cost of severance pay, generally , should be handled on a 
basis conforming with accepted accounting principles and practices and the 
established policy of a contractor, rather than policy which constitutes 
an implicit agreement on the contractor's part. Industry also feel that 
perhaps allowability should be provided for on either an actual or an accrual 
basis. 

SUBCOMMITTEE POSITION 


The treatment as proposed for mass severance pay is the most practical 
and realistic approach to a problem which concerns an unpredictable contin- 
gency, It is felt that a contingency reserve for mass severance pay is too 
conjectural to be considered a cost. The Government should not obligate 
itself for more than its pro rata share of severance wage payments actually 
made, in accordance with a policy reflecting implicit agreement by a con- 
tractor, on the basis of its ratio of participation in the contractor's total 
business during the period of employment of the individual involved. 

l$-20U.39a(3) Taxes 

INDUSTRY POSITION 


This clause should be eliminated as in many cases the cost of securing 
the exemption exceeds the amount to be saved. 

AIR FORCE MINORITE POSITION 

The Air Force members believe there is merit in industry's comment and 
propose the clause be revised to read as follows: 

"Taxes from which exemptions are available to the contractor directly 
or available to the contractor based on an exemption afforded the 
Government except when the contracting officer determines that the 
administrative burden incident to obtaining the exemption outweighs 
the corresponding benefits accruing to the Government." 

l$-20lu39b « Taxes . 

INDUSTRY POSITION 

Industry generally contends that this paragraph should be revised to 
allow cost of taxes, interest, penalties and expenses of contractor's acts 
in resisting assessments or attempting to secure refunds, without the im- 
position of the restrictions presently included in this paragraph as in 
certain situations contractors cannot possibly or reasonably comply with 
these requirements. 

SUBCOMMITTEE POSITION 

The restrictions imposed by this paragraph are reasonable in that they 
merely require the contractor to obtain and follow instructions from the con- 
tracting officer in cases where there is a doubt as to the legality or 
correctness of a tax assessment. 



l$-20iukQ Trade i Business and Professional Activities (Exhibitions ). 
INDUSTRY POSITION 


The expenses of holding exhibitions is a required cost of doing business, 
as normal and essential as expenses incident to meetings and conferences, and 
as such should be allowable. Further, the revision is unduly restrictive in 
that it relates only to expenses incurred at meetings and conferences when 
the primary purpose of the incurrence is the dissemination of technical in- 
formation or information aimed at the stimulation of production, and does 
not include expenses of exhibitions incurred for dissemination of information 
to the trade, the public, prospective employees, etc., about the particular 
business. 

SUBCOMMITTEE POSITIO N 

This matter is quite similar to the problem of allowability of advertising 
Doing business with the Government does not presume that dissemination of in- 
formation about the business to the trade or public through exhibitions is 
necessary. The Government is agreeable, however, to accepting its pro rata 
share of expenses incurred for the dissemination of technical information or 
information aimed at stimulation of production through meetings or conferences. 
The exhibitions referred to by industry are those held for purposes other than 
these j therefore, the costs thereof are considered unallowable. 

GENERAL COMMENTS 

1. Some existing subcommittee members do not necessarily concur with 
every view expressed by their predecessors but concurred in the Report to ex- 
pedite consideration. 

2. The need for editing is recognized. 

3. GAO concurrence has not been obtained. 

iu Prior to publication, Part 1 must also be revised (the Subcommittee 
has made considerable progress on revised Part 1) and certain cross-referencing 
accomplished on existing Parts 3 and 1*. 
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Mr. James Ruttenberg 
Mr. A. C. Sawallisch 
Mr. P. M. Southwell 
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27 April 1955 


MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: Case 53-44 - Depreciation Cost Interpretation for 

Inclusion in Part 6, Section XV, ASPR 


1. Reference is made to the memorandum for the Chairman, ASPR 
Committee, dated 24 March 1955, subject as above, in which the Editing 
Committee presented an edited proposed ASPR 15-602. This was discussed 
at the ASPR Committee meeting on 5 April 1955, and returned to the 
Editing Committee for further revision, as indicated in the minutes of 
that meeting. 

2. The Editing Committee has reviewed proposed ASPR 15-602 in the 
light of the mentioned minutes, and recommends only that ASPR 15-602.1 
be revised to read as follows: 

15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASPR 15-204(d), 15-205(b), and 15-205(o), 
with regard to contracts executed on or after the date of its 
issuance. It shall also apply to existing contracts in those 
cases where such interpretation was (i) specially provided for 
in the contract or in the record of contract negotiations, or 
(ii) in the absence of specific agreement, where the parties have 
reserved final resolution of the question of cost allowance in 
regard to depreciation pending the issuance of an interpretation 
by the Departments with respect to the applicability of Section 
167 of the Internal Revenue Code of 1954. 

3. The Editing Committee has considered other suggestions con- 
tained in the minutes, but does not feel that the proposed ASPR 15-602 
should be further revised to quote or paraphrase the statute, or to 
make reference to "assets" involved. 


i 

MEMO FOR: AoPR COMMITTEE ^ 27 Apr 55 

SUBJECT : Case 53— 44*«« 

4. The Navy Member presented to the Editing Committee, for 
consideration, a memorandum to him, (Tab 1), recommending further 
change to ASPR 15-602.2, as set forth in Inclosure 1 to mentioned 
memorandum from' the Editing Committee, dated 24 March 1955. The 
Editing Committee feels that this proposal should be considered by 
the ASPR Committee, and, therefore has taken no affirmative action 
on the recommendation. 


1 Incl MAURICE LEVIN 

(Tab 1) LtV Colonel, JAGC 

Army Member 
Chairman 


GEORGE W. MARKET, JR. 
Navy Member 


milAM'JUNVES 
Air Force Member 
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l£L8/RKM:dmc 
6 April 1955 


yimfORANTIIM FOR MR. GEORGE W. MARKET, JR . 

Subj: Case 53-44 - Depreciation Cost Interpretation for Inclusion in 

Part 6, Section XV, ASPR 

1. In accordance with our conversation today and as requested by you, 

I would offer the following suggestion for inclusion in the Editing Sub- 
committee's draft regarding subject case to be added to your last sentence 
in paragraph 15-602.2: 

"Allowances for "true depreciation" as that term is 
defined in DOD Instruction 4105.34, 1 July 1954, shall 
be in accordance with said Instruction." 


Change period to comma and follow with: 

and aonlied on a straight line method, for both 
the emergency and the post emergency periods, as those 
periods are defined in the Instruction. 

2. In other words, it is felt that since "true depreciation" in most cases 
allows some accelerated depreciation, it is not felt that the contractor 
should have a further acceleration factor because of the application of 
the new allowable "tax methods" of depreciation. As stated to you in 
todav's conversation this device has already been attempted unsuccessfully 
by one contractor who has been given a determination of true depreciation 
by the Navy Emergency Facilities Depreciation Board. 

Very respectfully. 


R. K. MAAS 
LCDR. , SC, USN 
Member, Navy Emergency 
Facilities Depreciation 
Board 


Copy to: 

Mr. G. C. Bannerman 
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2b March 1955 


MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: Case 53-hh - Depreciation Cost Interpretation for Inclusion 

in Part 6, Section XV, ASPR 


1. Reference is made to paragraph U of the minutes of the ASPR 
Committee meeting of 15 March 1955. 

2. In the light of the discussion at that meeting, the Editing 
Subcommittee has prepared the attached draft of ASPR 15-602 (Incl l) 
(i) to make clear that the issuance of this regulation effective 
from the date of publication was not intended to alter in any way 
any like interpreta + ions that have been followed in the past with 
respect to contrc cts • (ii) to include reference to "true depreciation** 
and (iii) to delete the quotation of the text of Section 167 of the 
Internal Revenue Code of 195U. 

3. With reference to proposed ASPR 15-602.1 your Subcommittee 
considered the desirability of clarifying the effect of this inter- 
pretation on past or current contracts by an appropriate note 
accompanying the issuance of this regulation or through language 

to be included in 15-602.1. The latter was considered the more 
practicable method. Such notice, if inserted in a note, might 
readily be overlooked. 

U. Tour Subcommittee has considered the desirability of 
including the text of Section 167 of the Internal Revenue Code 
of 195U. It is felt that the inclusion of the text alone would 
be incomplete tinless there were also included the regulations 
issued by the Internal Revenue Service. . It was not felt by your 
Subcommittee that there was any need for encumbering the ASPR with 
such matter. Those charged with the responsibility of evaluating 
depreciation must necessarily acquaint themselves with all necessary 
material on the subject and consult with appropriate personnel. 

5. All of the undersigned concur. 


1 Incl 

Draft of ASPR 15-602 


MAURICE IEVIN 
Lt. Colonel, JAGC 
Army Member - Chairman 

GEORGE W. MARKET, Jr. 
Navy Member 

WILLIAM MUNVES 
Air Force Member 
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15-602 - Depreciation . 

15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASPR l5-20U(d), l5-205(b), and l5-205(o), and 
is effective from the date of its issuance; provided that, where 
this cost interpretation has been and is being followed, the statement 
herein of an effective date is not intended to affect such inter- 
pretation. 

15-602.2 - Allowances for Depreciation . Allowances for 
depreciation (other than "true depreciation*') as provided in 
Section 167 of the Internal Revenue Code of 195U, subject to the 
limitations set forth in paragraph 15-602.3, shall be acceptable 
for contract costing purposes. Allowances for "true depreciation" 
as that term is defined in DOD Instruction 1|105.3U, 1 July 1 95U, 
shall be in accordance with said Instruction. 

15-602.3 - Interpretation . Depreciation computed in accordance 
with paragraph 15-602 .2 above is allowable provided it meets the 
test of reasonableness and allocability to defense contracts and 
other applicable provisions of this Section. Meeting these tests 
may depend upon whether (i) the depreciation allowance in the 
particu lar case is acceptable for tax purposes, and (ii) the 
costing of defense contracts is on a basis consistent with the 
costing of the contractor's non-defense work and is so reflected 
in its books and records. 
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0PFIC3 0? THE ASSISTANT SECRETARY OF DEFENSE 


Supply and Logistics 
I'OiORAfDUM FOR THE CHAIPJfcN, ASPR COMMITTEE 



11 March 1955 


SUBJECT: ' Depreciation-Cost Interpretation for Inclusion in Part 6, 
Section XV, ASPR. 


^ accordance with instructions contained in item 1 of the minutes 
of the ASPR Committee meeting of 3/1/55 this Subcommittee met on 3/10/55 
for the purpose of developing a cost interpretation to provide guidance with 
respect to depreciation pursuant to Section 167(b), as limited, by Section 
lo7(c) of the Internal Revenue Code of 1951;. 

2. Attached hereto is a proposed cost interpretation unanimously 
recommended by the Subcommittee for inclusion in Part 6, Section XV of the 
ASPR. 


3. In the development of this proposal it was the opinion of the Sub- 
committee that the full text of Section 167 of the Internal Revenue. Code of 
1951; should be included for two reasons, (i) to avoid, problems which might 
arise from paraphrasing or excerpting the provisions thereof, and (ii) to 
assure that the information contained therein was readily accessible to all 
procurement and audit personnel throughout the Department of Defense. 


Lt. Col. J. L » Ellis 

Maj. S. L. Baird 

Pis 5 • J* 0. Hunnicutt, Jr* 

R. M. Ifee 

A. C. Sawallisch 

J. T, Regardie 

P. J, Wedel 

J. 3?. Lenahan 


Attachment 
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15 -602 Depreciation 


15-602.1 App: 

to paragraphs 


.icability ant?. Effective Date. This cost interpretation pertains 
15-20/’.' (d) , 15-205 (o), and l5-205(o) and is effective from the 


cate of its issuance. 


15-602.2 ^Allowances for Depreciation. Allowances for depreciation as pro- 
sc. in Section lo7 of tne Internal •Revenue Code of 1 95^4 (quoted below) , 
subject to the limitations set forth in paragraph 15-602.3, shall be acceptable 
lor contract costing purposes. 

‘•Section I67. Depreciation, 

(a) General Rule.— There shall be allowed as a depre elation deduction a 
reasonable allowance for the exha us tion, wear and tear (including a reasonable 
allowance for obsolescence) — 


(1) of property used in the trade or business, or 

(2) of property held, for the production of inc one . 


(b) Use of Certain bet hods and Rates. — For taxable years ending after 
December 31, 16‘53> the term- “reasonable allowance 1 2 * as used in subsection (a) 
snsli — ncluc-.e (bum slia.ll nom oe limited, to) an allowance computed in accordance 


with regulations prescribed by the Secretary or hi 
following methods: 


delegate, under a ny of the 


the 

j. i,. 


straight line 


J 


( 1 ) 

(2) the declining balance method, using a rate 
tne rate which would nave been used had the annual allowance been com- 
puted under the method described in paragraph (1), 


t (U) any other consistent method productive of an annual allowance 
J which, when added, to all allowances for the period commencing with the 
) ta::payer 1 5 use of the property and including the taxable year, does not, 
J curing-, tlie x irst two— t hires of tne useful life of the property, exceed 
/ tne total of such allowances which would have been used had such ai- 
V. iowonces been computed under the method, described in paragraph (2). 


(3) the sum of the years-digits method, and 

00 


Rooming in this suosectxon shall oe construec. to limit or reduce an allowance 
otherwise allowable under subsection(a ). 


(c) Limitations on Use of Certain methods and Rates.— Paragraphs (2), 

(3), am (1|.) of subsection (b) shall apply only in the case of property 
(other ^than intangible property) described in subsection (a) with a useful 
life of 3 years or more — 


(1) the construction, reconstruction, or erection of which is 
completed after December 31 , 1553, and then only to that portion of 
tne basis which is properly attributable to such construction, recon- 
struction, or erection after December 31, 1553, or 

(2) acquired after December 31, 1553, if the original use of such 
property commences with the taxpayer and commences after such date. 



(c) Agreement as to Useful Life on Tjhich Depreciation Rate is Based.— 
IJhere, under regulations prescribed by the Secretary or his delegate, the 
taxpayer and the Secretary or his delegate have, after the date of enactment 
this title, entered into an agreement in writing specifically dealing 
with the useful, life and rate of depreciation of any property, the rate so 
agreed upon shall be binding on both the taxpayer and the Secretary in the 
absence of facts or circumstances not taken into consideration in the adoption 
of such agreement. The responsibility of establishing the existence of such 
facts and circumstances shall rest with the party initiating the modification. 
Any change^ in the agreed rate and useful life specified in the agreement 
shall not be effective for taxable years before the taxable year in which 
notice in writing by registered mail is served by the party to the agreement 
initiating such c ha nge . 

( e ) Cnange in ifethod.— In the absence of an agreement under subsection 
(d/ containing a provision to the contrary, a taxpayer may at any time elect 
in accoroance with regulations prescribed by the Secretary or his delegate 
to change from the method of depreciation desci'ibed in subsection (b) (2) to 
the method described in subsection (b) (1). 

(f) Basis for Depreciation.— The basis on which exhaustion, wear and 
tear, ard obsolescence are to be allowed in respect of any property shall be 
the adjusted basis provided in section 1011 (Adjusted Basis for Dete mining 

Gain or Loss) for the purpose of /. determining the gain on the sale or other dis- 
position of such property.. 

(g) Life Tenants and Beneficiaries of Trusts and Estates.— In the case 
of ^property held by one person for life with remainder to another person, the 
Deduction shall be computed as if the life tenant were the absolute owner of 
the property and shall be allowed to the life tenant. In the esse of property 
hold in orust, the allowable deduction shall be apportioned between the in- 
come beneficiaries ano. tne trustee in accordance with the pertinent provisions 
of u::e instrument creating the trust, or, in the absence of such provisions, 
on the basis of the trust income allocable to each. In the case of an estate, 
tne ailowaole deduction snail be apportioned between the estate and the heirs, 
legatees, and devisees on the basis of the income of the estate allocable to 
each. 

(h) Depreciation of Improvements in the Case of Hines, Etc. — 

For additional rule applicable to depreciation of improvements in 
tne case of mines, oil and. gas wells, other natural deposits, and. timber, 
see section 611 (Allowance of Deduction for Depletion)". 


Interprets c-ion, Depreciation computed in accordance with paragraph 
15-602.2 above is allowable provided it meets the test of reasonableness°and 
allocaoility to defense contracts and other applicable provisions of this 
Section. Hooting these tests nay depend upon whether (i) the depreciation 
allowance^ in the particular case is acceptable for tax purposes, and (ii) the 
costing of defense contracts is on a basis consistent with the costing of the 
contra ctorfe non-defense work and is so reflected in its books and records. 
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OFFIi 0? TK3 ASSISTANT SLCRL’TARY OF I 3NSE 
'Washington 25, D, C. 1 . 


Supply and Logistics . ' 15. December 1951; 


lOICRAJIDUlI FOR TH3 CrlAIRIIAN, ASPR COMMITTED 

SUZJLCT: Case 53-hh Revision of Section XV Cost Principles. 


; 1 * accordance with item 5 of the minutes of the ASPR Committee meet- 

of 11/30/pl;, 12/2/5U and 12/6/51;, together with verbal instructions and 
guidance provided at these meetings, this Subcommittee met on 12/11/ $h and 
12/lU/5U for the purpose of reconsidering and revising certain paragraphs of 
the 15 November 195k draft as follows: 

15-20*1,6 (c) Delete subparagraph as written and substitute the following 
therefor: "The cost of options to purchase stock of the contractor 

corporation granted to employees as part of their compensation may be allo- 
cated to Government contracts within the following limitations: 

(i) The cost of stock options to the grantor corporation is the 
excess, if any, of the fair market value of the stock over the option, price 
On the date the option is granted to a specific individual and shall not ex- 
ceed 155 of the fair market value on such date. 

(ii) Costs to be recognized will be only those resulting when 
options are exercised by the employee. 

(iii) For allowance purposes, the cost of options exercised will be 

amortized equally over a period of not less than 5 years from the date option 
was exercised.' ; . 

(iv) Tne cost will be allocated to all work of the contractor, in- 
cluding Government contracts." 


15^20lj. 6 (d) 2, Delete second -sentence} statement to be made the subject of 
new subparagraph l5-20li.6 (g) below. 


15-201;. 6 (e) 1. At end of sentence add cross-reference, "and g below". 


15-201;. 6 (e) 2. In first sentence after words "under. subparagraph. d": add 
cross-reference “and g below". 


15-2014.6 (f) In second sentence after words “under paragraph d above", add 
cross-reference "and g below". 
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(<?) If mat oriels ar e issued from stock, sny gone-rally recognized 
method of pricing such materials will be acceptable, provided the method is 
consistently applied and the results obtained arc equitable. Where materials 
in stock at th>- commencement date of the contract are subject to Government 
material controls and have a provable replacement cost significantly higher 
th-n oook cost, the contractor and the Government may, by contract provision, 
agree upon the use of a. method of pricing based upon the fair value of the 
materials as of the date of the contract, but not in excess of replacement 
cost on such date. Such agreement should include identification of the types 
or kirns of materials involved and should be made at the time the contract 
is entered into and provided for therein. 


. (°) Reasonable charges arising from differences between periodic 
physical inventory quantities and related material control records will bo 
included in arriving at the cost of materials, provided that such charges 
\i) do not include "write-downs" of values, and (ii) relate to the period of 
performance of the contract. All credits arising from differences between 
periodic physical inventory quantities and related material control records 
shall be taken into account. 


(f) Ord.irk.rily, sales or transfers of materials and supplies between 
plants, divisions, or organizations, under a common control, shall be stated 
on the basis of cost to the transferor. A departure from this cost basis is 
perms sable provided that the price charged to the contract does not exceed 
the lower of (i) the transferors sales price to its most favored customer 
01 the same item in like quantity, or (ii) the prices of other supplies for 
xne same or substantially similar items." 


Lt. Col. J. H. Railing 
Lt. Col. J. Z. Ellis 
?. H. Southwell 
J. T. Regardie 
A. G. Sawallisch 
R. I'i. Kec 
J. ?. Lenahan 
H. H. Cbllup 


3 


I 


\ tbve^QT L9lfy 


■ ' ■ \ 

1EIPRAIT0UM 50H THE CEAIRI&N, ASPR COkuTT^ 

SUBJECT: Case $3-kh, Revision of Section liV 

1. Attached for consideration of the members is a copy of the latest 
draft of Bart 2, Section XV, vhich has been revised in the light of the counts 
received from the various activities in the ililitary Departments and the policy 

guidance established by your Committee on 26 October 195h. 

2. For the purposos of the record, the history of this project is set 

forth below: 

STATUS 


DATE in ±9$k 

9 February 
8 Liarch 
22 June 

2b, August 
26 October 


Project assigned to Subcommittee. . _ 

McNeil -Webster Agreement on cost principles. 
Draft submitted to ililitary Departments xor 
comment by 1 August. 

Subcommittee condensed to consider comments. 
Policy guidance on two issues given by Abm. 

The Subcommittee has boon devoting two foil days a nook to this effort since 
27 April 1556, except for a vacation recess of one month. 

3 . The Subcommittee wishes to point out that the attached effort repre- 
sents a new approach to cost principles and numerous ideas were discussed at 
length prior to Subcommittee agreement on the manner in which the various 

principles should bo ststod» 

U . With respect to the future activities of this Subcommittee, further 
guidance is requested from the ASPR Committee. Considerable work has been 
accomplished on revising Part 1 of Section XV, but the effort has not boon 
completed since the Subcommittee does not know what parta arc to be included 
in the new Section XV. It should be pointed out that there are several state- 
ments in the attachment which provide that the cost ia not allowable unless 
specifically provided for in the contract. While some effort has been ex- 
pended in preparing: guidelines as to when these costs may be allowable and 
provided for in the contract, it is the consensus that additional work should 
not be done on these guidelines until Part 2 is accepted. ^ 



MEMORANDUM FOR THE CHAIRMAN, ASPR COMMITTEE 


FROM: Director of Procurement & Production Policies 

SUBJECTS Agreement Reached by Panel of Department of Defense and 

Service Representatives in Mr* McNeil’s Office, 1600 - 

1700, 1 March 1 95k 

1. The memorandum submitted by Mr. Webster was accepted in 
principle. These principles are as follows: 

a. There will be included in the revision of Section XV , 
relating to cost-type contracts, a definite statement that the in- 
structions covering w cost principles” for use in connection with 
cost-type contracts are not applicable to fixed-price type contracts. 

b. In connection with fixed-price contracting, including 
redeterminable prices or incentive prices, the analysis and inter- 
pretation of costs shall avoid the use of such terms as "allowable” 
and "unallowable". 

c. Any instructions to negotiators as to how to deal with 
cost data or as to the considerations to be examined in connection 
with negotiating fixed prices should not be in a publication which is 
available to contractors. 

d. There should be furnished to industry guidance as to 
reporting of costs. 

2. In addition, the following principle was agreed to: 

a. Under fixed-price contracts, auditors perform a 
service function, which is primarily to explain the nature and con- 
tent of the various elements of cost submitted by the contractor. 

3. It was agreed to proceed as follows: 

a. The ASPR sub-committee will expedite revision of Section 
XV for submission to the ASPR Committee. The revision will pertain 
solely to cost-type contracts and will substantially expand the cost 
interpretations • 


i'*-- 

1 f 

b. The Office of the Assistant Secretary of Defense 
(Comptroller) will prepare a document relating to the reporting and 
analysis of costs on fixed-price type contracts* Decision as to 
whether this document will be incorporated in an Audit Manual or in 
ASPR as a new Section or a sub-division of Section XV will be post- 
poned until the various projects mentioned above are completed. 

c. The cost principles in draft documents heretofore pre- 
pared by Mr. Bordner and by the ASPR sub-committee will be reviewed 
in the above drafting. 

• 

d. Biis work to be undertaken concurrently with a 
sufficient interchange of ideas to incorporate all basic principles. 

e. The above drafts will be submitted to the panel of 
Department of Defense and Service representatives for review and for 
the following decisions* 

(1) Will ASPR include a Section or Sub-section on the 
reporting of cost data for fixed-price type contracts or will t his 
material be included in a revised Audit Manual? 

(2) Action to be taken on Joint Letter #12? 

(3) What vehicle is to be used to furnish information 

to contractors? 


W/ HESSER 

Rear Admiral SC USN 
FOR 

WARREN WEBSJER, JR. 

Director or 


; AND JL'XC'jl; 




MEMORANDUM FOR CHAIRMAN, ASPR COMMITTEE 
SUBJECT: Case 53-UU, Revision of Section XV 


1. Attached is the Subcommittee draft of a revised Part 2 of Section 
XV. as directed, in making this revision, all existing departmental papers 
having a bearing on this subject were considered. Part 2 has been revised 
to amplify the treatment of certain items of cost in the present Section 
XV, to assist in- uniform departmental implementation, and to include 
coverage of additional items of cost incurred by Contractors. In this 
revision, each item of cost contains a definition, a statement as to the 
extent of allowability, unallowability, and whether provision must be made 
in the contract to make the item allowable. 

2. Two issues have been raised in the development of Part 2 as follows: 

(a) The Amor Subcommittee members do not concur in paragraph 
15-20ii.Li6(c) on education of individuals, but sire w illi ng for comments to 
be obtained on the present text. 

(b) Should profit-sharing plans and stock -bonus plans be an un- 
allowable item of cost as provided in paragraph. 15-20U.7 and by definition 
in 15-20U.29 ? The Army and Air Force Subcommittee members believe that 
they should not be allowed and the paragraphs reflect their view. The 
Navy submits that they should be allowable. The two arguments on this 
question are also attached hereto. 

3. Vhile the Subcommittee members have developed the individual 
paragraphs of the Part, time has not permitted review of the draft as a 
whole in order to reconcile any possible inconsistencies, 

U. The Subcommittee is now proceeding with the redrafting of Part 
1. In addition, it is developing criteria or guide lines for use of con- 
tracting personnel which will set forth the limitation of and conditions 
under which those costs may be allowed which are not allowable unless 
specifically provided for in the contract in accordance with Part 2. 


It. Col. J . M. nailing 
R. M. Kee 

J. T. xtegardie (for E. T. Cook) 

A. C. Sawallisch 

Lt. Col. M. T. Critchlow„===r 

Lt. Col. J. Ellis (for A. 3. Thomas) 

H. H. Callup 



) 0j 


ARMY - AIP. F; 

it IPS!. 


0 ; : ■ - . - 




L*. . u *• 
•; 'Jc-r 


, - . • - . w- . ASPi; Xssv 
'■ ,/ r ;c:: - - " s * ' .. , 

:/7l : ^n-' ST or i:ot i-ri / 

• - * r"‘. rj... "cr 

-••■-; x r- c r ^^;?; : tv' ^ *» 


». f -»f p»o « O f 1. 0 £ ''-• 


■— ■ t- £ 


.ni c** cc:. 


i r 

■ . . p\ 


• „ r i .« r.o; 

r : v Cit. ..'. * . 1 • K - 

.... Wtv; :*••- h- ■ ’•■ 

.... •; ; vhcther or nc. 

. . " ... ,, ; «. au«,tx, U<: cl «*. The 

tr . K ..,~ cor.tiibctic.nt tc 

' I OpV - “• •* ! - 

. . , e . f . -r.--.-.i CD cillov-obls --•' 4c ^ dC;r C '"‘ ‘ 

. , ... \X'- • CCi.w- 

!_ ct-r.tr&r/.! 

«■; ' t.-i < r -uit’n bet •>'•.■: <i-:. 
ir- v..~ te.:;‘. to cUcu. 

\) 

\ . _ .. . .,,'iiios itscsd by -.he Cos* 

t . t. dsBr: ahe: ‘-h t..l 

.. - . the felt a a6SC " 

rr . , . .. ...r £; Ai/Verf*.- .t ' 

, . , a r - c .- ^.tionr 1XS> Server 

1 iOlu-.- .wH .‘. - 

**-' fi ^ ‘ •.* *; \J t t,w " 

- ►-'* * * 

iaS-lC* '•<*>* ...... 

• - ..•*. •, •*- - -j ih- ci socticn loot*; 

-? v.r-^j.0?. P-'.?-*. •— WU 

,,. 4 n <«i r) ed b" an employer primr.r-.A.- 

,. „„.c^v,rbr” ant r.iaj.nvea.i'o.* 

t, os. an e" 

,*t«aU«ny far the W>«* •* drfiniteiy 

t. - tf^loyece eve, . P»rW ol y»«. 

. . - r^f“v.oT?£. ni bend ..‘cc 

U ,,--.V fer lire, afU-r re^ron:ort. 

• w ba-er or;, such factors as 

c£ ns rally ars nsasurea by, -n. • 

- ** ■> - rr' r^ce^v cc by lr: e ei^pi c yB e - * 
,5,.; d senitc ;.1= CKP®.^ 

,. f i r^'Cisnt bsnsfits «-nd 
, . 0 r the amount o.. 

Th- deter.-nj.riot-.cn ^-- . . 

. ,, u pe^c -b h»m. - - — 4 


' B«m. r,A 

■ pr3j.iv&» u -'• 

• of service, 

f -rr - forfeitures: Oil — w 

turds arisvin ^ ro * i * 

. * .^v^ftepr; benefits 

. _,e C -,. nav'b* used to provic, 
oinc-r * 

. . , .* *.?• k,v : . n? usee to 

-Mr^oants ineteea c-.v ^ 

th- rc^-inins “ 

. • kv ••>,,. eTioIoytr « A P- 1 - 1 -” 

,, c , U:e neurit of contributions by — e - 

- _ . - n ~ +>r.iv beno---‘ 

, _,.. .-., vil iv teneats for ea?l»-e-- o. 1__ 

: ' M '“ or over a porioa of f- " 

a„ Ko r-iin uper- re .*rv 

. . •*>* section 165 \,n; • 

, ... „ ciirnn2 nt will.* for tne pn-F — - 

., .• A V> ■- V* 4 t-* C> 

.. , .. rte if uhict J>* P«” 1 - 

• ccii-idtrec - •*■ *• 

n n. -. vecuired contrrou- 

*.c the eapio^e or - *<*■'** 

, re - iav « or. to deterhj-hhi iiciusr i--.v ' • 

. . „ ,- U3* Suction 5? »1^ 

tii.-.’-r - ■ t -t> 

-s r -r.-. i= ir^ definition 

.......... • , <f 2" fcllcvi:v. tiis t.oc., ; ■>■•• • 

I./i - C *' 


r *• f«‘r '■''**'*> 




■ - „ c .r \ he o \S£-'~ hand, — - c_ ?•• “■• 

r. h p-rf.A.t«oterini. 0 - - a *' 

... ...... f-.~ stintrinul of on cr.pJ.rfo'-- to prorr-.v.- to. 

ril-ticiflion it Ois Profite, Of U. «*••" ~ 

n..j 4„ c-vdctsr«ir.ec 

ib!ir beneficiaries, based on a F-- 

. .•__ i-w- D rcfito if bs shared ar.u t. 
ro^-A;, for dflirrnir^r* t*- P *— 1 

, .. fr „ ni r tributinr the funai 

(Ig ^ r ^. iC prsdeterrined formula fo* ca.v.u 

“^’"7/ s .. n ..,.-. «h f plan after a filed n^r c£ year::, 

accurrr f.ateci *” 

r _ th° prior occurrence 

. « „ .*-ypQ are, or upe.i ui. f-~ 

the attainment c*. - ,t Q .eo 

- ^.ibi*ny, retirement, death, 

of MM cver.i wck « «“•»“ 

, * a fcrnul;-. for deterndninE the 

or severance cf employment . A fcimu.. 

^ b , ,u_ ed ic definite, for eaanple , if it P r0VlceS 
profits to D5 

t0 (i ) tt specified percentage of whe 
for a contribution equa* to W ^ 


2 


\ 


enna^l profile, (ii> a spsciiiea percentage of U* * rum ' 1 
, r0 au ir. excess or the su:. of divicend c online n S s plus c 
art - „,urt with an cv,,:ii Ixrdtaticn.. cr (Hi- - 
_ rccr of tV, aamol profits rot to exceed, a #s»«.ttao 
c r *>r sauries cf the parttci?*»iv£ c. t-* 

triautr xn:; if «F, to the fund. K for 

t;.: ef .^: funds wm* «* Participants is ^finite, 

■ ^ e •,. jr it provides fer * distribution in proportion 

,c IK oasic « ; pa^iK Cor tael. participant. “ 

C to eum-ary. a pennon plan i. 6«P«» Oent upon on 

, : r . ?.C titb#r ttf ePipiOj'UP bPItfcCp C. 

is 2 v V. : .» — i- tv 

t:,- eonVoyar c=:-liibuleon>. Constantly, t!» ccr: * 

. . a „, tT . fern of a eest. Under a prof at- 

u-icvt-.D-,/ a*- iri '■- 1 

^ • ,.. p.r.,- “< ever contributions ers sentinrent upo., 

. 1 -oiit... Cash pmfiWaring benefits *7 ** ' he l0r * ° f 

Uucn 0 -- rttt«r*r.i W-rt*. Union the Provisions !$■**.» 

«spioyer contributions to pension plan, ore movable costs. 

Kw;svt . r , in trio opinion of the unnersitned, oopicyer contri- 

. ,. a , M-i 'i+.r^nn^ pitas should be unallowable* 

b*u w *.o n * - c* pi v i Jt *• “ 

M ^ P.-aula^ion- Part 6, Section IV, issued 1 torch 

■a tv,.:* oreserr- rwguUwXon- * w * 

^ £ •** w » 

5 ^. provides in suopprograph l5-601,f(f) that! 

•Where contributions to pension or retirement plans are 
basic! on profile, providinf that previsions of the Interne- 
Fevenus Code and regulations of the Bureau of Internal Revenue 
pave been met, the amount allowable for apportionment to 



1 


,,,-tr^U in toy on, year shall be the amount contributed 
t. the petals J trust U) -Cor that year but not to ««d 
fit' tsar. (15) per cent of tne total compensation otherwise 
paid or accniiC in that year to to* individuals concerned 
under tne plan!*).” This stopararrapt is inconsistent and 
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entire profit. To allow contributions to profat-sMruJS 
plans as reiaduraablo costs is. in effect, £ lvln i the con- 
tractor an extra profit marfin equal in atom* to his con- 
trisution to the plan. If the contractor it, is fact, 

entitle, to hi; her margins of profit, it •»«** fcs 

a., increase in fined fee rather than oncer the disguise of 

fi costs r • 

= . Win regard tc stock bona clans the A rmy and Air force 
representatives consider that such bonus plans constitute a dis- 
tribution of ownership, or profits shared directly or indirectly 
CJ the ether owners of the business. The cost os this dis-.rs 
butior of ownership or profits is not a cost cf production and 

therefore should not t-w allowed » 

6. in essence, th. issue in its simplest terns is whether 

any pnynent, to employees trogardUse of their form, such ns 
con-ses, stcot bonuses, deferred ccnpenssiicn or retirement 
trusts, etc-, a* regardless of the tier, conditions or netted 
* payment) which are contingent upon profits, present or future, 
should to excluded free allowable contract cos ta, however ooarand- 
able or desirable the payments nay t* from; the standpoint of effi- 
ciency or other business purpose. In conclusion our firn position 
is that such payments should not be recognized as allowable costs. 


ARKI 

r~ Mo Kee, Army Audit Agency 
Ltc Ccle Jo Ko Railings CS G-U 


A I » FORCE 

Ltc Col® H. To Critchlcv, AFMPE 

Lt« Colo J. E. Ellis, Jr, AFAUD 
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NAVY POSITION 


Issue relative to whether Part 2, Section XV, ASPR shall include provision 
for allowability of costs of profit-sharing retirement plans. 


1. An issue has been raised by the conferees of the subcommittee as to 
whether or not profit-sharing retirement plans shall be considered an 
allowable item of cost. Paragraph l5*601.2(f) of Part 6, Section XV states 

,r; ihere contributions to pension or retirement plans are 
based cn profits, providing that provisions cf the Internal 
nevenue Code and regulations of the Bureau of Internal 
Revenue have been met, the amount allowable for apportionment 
to contracts in any one year shall be the amount contributed 
to the pension trust(s) for that year but not to exceed 15 
per cent of the total compensation otherwise paid or accrued 
in that year to the individuals concerned under the plan(s)." 

The Navy representatives see no reason for departing from the basic 
principle herein involved, that costs of profit-sharing retirement plans 
(subject to the restrictions embodied in Part 6, Section XV) are allowable. 
The Army and Air Force conferees are of other opinions. 

2. The practical question faced by many businessmen is not whether to 
provide for the payment of retirement income to employees, but how to 
provide for it. A growing number of companies now realize that a 
deferred-distribution profit-sharing trust is an excellent way of 
financing retirement income for their employees. Unlike a formal pension 
plan which provides for fixed contributions year-in and year-out, profits 
or no profits, a profit-sharing plan provides for contributions when a 
company's earnings, if any, warrant such contributions. The plans pro- 
viding for those contributions are subject to review and approval by the 
Internal nevenue Service prior to acceptance by the i-lilitary Departments, 
and are hedged with restrictions and limitations. The contributions under 
such plans are: 

(a) Paid into a trust 

(b ) Irrevocable 

(c) Subject to qualifications and limitations of the agreement 
and the plans setting up the trust 

(d) For the exclusive benefit of the employees and of their 
beneficiaries 

(e) For the purpose of providing retirement income to their 
employees at a stated age, or at death or after termination 
of services or disability. 

3. The issue here resolves itself around the term "profit-sharing". The 
Navy representatives are of the view that although this is a part of the 
terminology used, the fact remains that the contributions for the purposes 



are no different in principle from contributions made for similar fringe 
benefits, such as pension costs* Almost 30 , j of the approximately 365 plans 
in the category of pension and profit-sharing retirement plans submitted 
to the ^Internal Kevenue Service for the fiscal year ended 30 June 1953 
were of a profit-sharing nature and the percentage is steadily increasing. 
i\iot to recognize the fact that profit-sharing is becoming an integral part 
of industrial operations is to overlook an important phase of industrial 
costs of operations# 

k*. The Wavy conferees consider that a profit-sharing contribution is one 
which 3.s measured or determined by the amount of a contractor's earnings* 

1^ is that if there are no earnings, no contributions are made# 

However. ;.s considered by some that this is no different in principle 

from prcd"cti on workers piece-rate compensation and bonuses, or commissions 
paid to salesmen and others. 

5 # It should be pointed out that the contributions are irrevocably made 
to a trust fund and that the employees do not participate in the benefits 
(except as may be provided for in the plan at termination of service, 
disability or death) until the employees reach retirement age* One of 
the several requirements (all of which must be satisfied prior to approval 
of a plan by the Internal Revenue Service) is that the sole purpose of the 
trust is to provide benefits for the employees and their beneficiaries and 
that no part of the trust can revert to the employer# 

6. A contribution to a profit-sharing trust is in the nature of compensa- 
tion for personal services rendered by the covered employees and represents 
a necessary and ordinary business expense. Consequently it is provided that 
before a contractor may deduct contributions to a profit-sharing retirement 
plan, the requirements of the Internal kevenue Code as to reasonableness 
of compensation must be mot. 

7* To the extent that a contractor provides for reasonable fringe benefits, 
such as retirement, by one method or another, whether as a cost before 
determination of profits (as in the case of contributions under a pension 
trust) or after determination of profits appears to be immaterial provided 
the cost is reasonable and is in accord with the concept of a cost of doing 
business end other factors to be considered in determining allowability of 
costs. The mechanics of the method of computing the cost should not be 
the controlling criteria as to its allowability. The broader question 
to be considered is whether it is a necessary and ordinary business expense, 
which from a competitive standpoint other contractors provide for by 
different methods and yardsticks. 

It is submitted that no business man will take the position that costs 
of profit-sharing retirement plans are not legitimate fringe benefits and 
consequently will provide for them in his costs of doing business. 

9. rfhile the above comments apply specifically to profit-sharing retirement 
plans, they also apply in principle to profit-sharing plans in general and 
stock bonus plans# 
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SECTION XV SUBCOMMITTEE 

15-200 SCOPE OF PART . This part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement type 
contracts and cost-reimbursement type subcontracts thereunder for procurement 
of supplies, services, and research and development work with commercial organi- 
zations and with non-profit institutions having commercial type accounting 
systems. 

15-201 BASIC PRINCIPLES AND STANDARDS . 

(a) Composition of Total Cost . The total cost of a cost-reimbursement 

type contract is the net sum of (i) the allowable direct costs, (ii) the pro- 
perly allocable portion of allowable indirect costs and (iii) applicable income 
and other credits. ..... . '• 

(b) Factors effecting Allowability' of Costs . The factors to be con- 
sidered in determining the allowability of costs include (i) reasonableness, 

(ii) application of generally accepted accounting principles and practices, 

(iii) exercise of good business judgment in incurrence of cost, (iv) signifi- 
cant deviations from the practices of the contractor prior to the award of the 
contract, and (v) any limitations as to types or amounts of cost items set 
forth in this Part 2 of Section XV or otherwise included in the contract. 

Failure to mention any item of cost in this part is not intended to imply that 
it is either allowable or not allowable. 

(c) Credits . The applicable portion of income and other credits which 
are related to any allowed cost will be credited to the Government either as 

a reduction in contract cost or by a cash refund, as appropriate. 



(d) Contractor’s Accounting System * The requirements concerning record 
i keeping and approval of the contractor's accountings procedures- and practices 
are set forth in the "Records Clause" (See ASPR 7-203*7 

15-202 DIRECT COSTS * Subject to the provisions of paragraph 15-201, allowable 

• ■ 

-,*■ • • • t ! * ’ 

direct costs are those items of cost , or aggregate thereof, which can be iden- 
tified specifically with any. objective, service, program or projects under the 
contract and are chargeable directly thereto. Major items of cost readily 

identifiable with the contract or with other work of -the .contractor should be 

♦ „ 1 ’*• ■ » ■ 

charged directly thereto* This principle may of ten be . applicable to such 
elements of expense' as freight, travel,’ communications, engineering services, 
etc., as well as the normal items of materials and productive labor. Hot; ever, 
this- principle must be applied consistently to the costing of both defense and 
non-defense products or services, when the contractor is. engaged in mixed 
production, in order to produce equitable results. When the accounting expense 
of direct costing of minor items would exceed the resulting benefits, indivi- 
dual items, otherwise allowable as direct costs, may be treated as indirect 
expenses. 

15-202*1 DIRECT MATERIALS. * The cost of direct materials includes the cost' of 
items purchased, supplied, manufactured or fabricated, which enter directly 
into the end product or which are used or consumed directly in connection with 
furnishing such product. 

15-202*2 DIRECT LABOR * The cost of direct labor includes salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of the 'contract or other work of the contractor. It may also include 



other. associated costs such as payroll taxes and workmen's compensation insur- 
ance, where- it is the established practice of the contractor to treat these 
items as a part of direct labor costs# 

15-202.3 OTHER DIRECT COSTS . Where other items of cost are charged directly 
to che contract consistent with paragraph 15-202 above, the contractor must 
demonstrate that .they are specifically related' to the performance of the con- 
tract. When, however, items ordinarily chargeable as indirect costs are 
charged to a Government contract as direct costs, the cost of similar items 
applicable to other work of the contractor must be eliminated from indirect 
costs allocated to the contract. 

15-203 INDIRECT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint 
objectives, are accumulated for accounting purposes by departmental activity 
or other logical cost grouping and are charged to the contract and other work 
of the contractor by a process of allocation. Each element thereof is subject 
to the limitations of this part as to allowability; 

(b) No specific rules can be stated as to the method of allocation of 
indirect costs because the actual condition in each instance must be taken into 
account in determining the most suitable method or methods. The objective 
should be the selection of a method or methods which will distribute the in- 
direct costs in the fairest and most equitable manner possible. The method 
used in connection with Government contracts must, in order to be acceptable, 
conform with generally accepted accounting practices, be applied consistently, 
and produce equitable results. Any significant change, such as in the nature 
of the business, the volume of sales, the volume of production, manufacturing 
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of the operation of cafeterias, dining rooms, canteens, lunch wagons or other 
typo of food services, provided for the contractor's employees at their g‘ 
duty station. Such net costs arc allowable when the services arc reasonably 
required by the nature of the contractor' s operations, plant location, established 
policies, or employer-employee agreement. Such net costs must be allocated to 
all contractor activities which benefit from the food service operation. Similarly 
any profit on those operations shall be allocated as a credit to all bonefitted 
activities including Government contracts. 

1S-20U.6 CIVIL DEFENSE . Oivil defense costs arc those incurred in the plan- 
ning for and tho protection of life and property against the possible effects 
of enemy attack. These costs are generally incurred pursuant to plans deve- 
loped by local and state civil defense authorities. Examples of civil defense 
costs include cost in excess of normal plant protection expenses and may con- 
sist of first-aid training and supplies, fire fighting training and equipment, 
pos ting of additional exit notices and directions and other approved civil 
defense measures. Reasonable costs of civil defense measures undertaken on 
the contractor' s premises pursuant to suggestions or requirements of civil 
defense authorities are allowable when allocated to all work of the contractor. 

In tho case of capital assets, acquired for civil defense purposes the costs 
thereof will be depreciated over a reasonable number cf years in conformity 
with generally accepted accounting principles. Contributions to local civil 
defense funds or projects not on the contractor' s premises arc unallowable. 

15-20U.7 COMPENSATION FOR PE RSONAL SERVICES. 

a. This item includes scl&rieS, ttvges, deferred compensation .*nd 
fringe benefits for services rendered to the caitractor by employees as well 
as foes paid to directors and committee members. 


Subject to specific limitations set forth hereunder, such costs are allowable 

when the total compensation is reasonable in light of the services rendered. 

b. Generally, the amount of compensation established by the contractor 

will be considered commensurate with the services rendered. Low^v_r, 

compensation of individuals such as corporate officials, directors, executives, 

department heads, partners and sole proprietors m# be- subject-- ter special 

consideration and limitation, as to allowability for contract cost purposes 

where amounts appear excessive. Some situations which may give rise to 

excessive compensation are where (i) the individual or member of his immediate 

♦ * 

family owns or is committed to acquire a substantial financial interest in 
the contractor' s organization; or.(ii) ownership of the contractor is limited 
to a small cohesive group; or .(iii) the volume of- .Government contracts when 
related to the contractor' s total business is such as to influence tK amount 
of compensation. 

c. The cost of options to purchase stock of the contractor corporation 
granted to employees as a part . of compensation is not allowable. 

d. Special consideration will bo accorded the following types of 

compensation benefits: 

(1) Bonus plans. Bonuses to employees;, such as production 
incentives and suggestion or safety awards, represent a part of their total , 
compensation end are allowable when appropriately allocated, if they aret 
(i) reasonable in amount, (ii) paid in connection with an established plan 
consistently followed by the contractor, (iii) paid for services currently 
rendered by the employee, (iv) available to all employees of thv. contractor, 
or to all employees within a group or salary classification which is not 
unreasonably restricted, bonuses will not be allowed when they arc 
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the amount thereof should be separately identified in either event. When 
treated ns direct inhor cost, overtine end shift premiums should not he include 
in the bnsc for distribution of overhead. Cost of overttae end shift premuns 
ere allowable only to the extent expressly provided for in the contract or 
otherwise authorised by the Government. See JR 12-101 for further information 
concerning the policy regarding such authorisation. The count of overtime an 
Shift premium cost charged on Government contracts shall be suitable in 
relation to the amount of such costs charged on non-Governsnnt wort being 
concurrently performed in the contractor’s plant and the factors which access 

the incurrance of the cost. 

15-204.28 P.'TEHT EXPENSES . Included in this item ore all costs leading 
issuance of patents, as well as the cost of Infringement investigation and 
Utigation. Amortisation of the cost of purchased patents owned by a contrac or 
aoplicable to products or processes covered by a contract ere allowable wh 
approved by the contracting officer. The dost of research and dclopment verb 
leading to patents is treated in subpar^raph 15-204.37. Those costs are 
unallowable except for the cost of preparing required disclosures - * 
preparing assignment and other papers in connection with the filing of a pa on 

application for the Government. Charges for the use of patents where 

, .H_ ht t0 f ree use thereof are unallowable. 
Government has a license or the right to iree 

15-204.29 PENSION 4 N P RETIREMENT PI4S § 

(a) As used herein, a pension or retirement plan is a plan which is 

established and maintained * a contractor primarily to provide systematically 
far tbe nayment of definitely determinable Wi ts to his employees over a 
period of years, usually for life, after retirement. *eh a plan may include 
disability, withdrawal, insurance or survivorship benefits incidental end directly 
related to the retirement benefits. Retirement benefits gener.-lly are metsured 
by, and based on, mrch factors as years of service and compensation received by 
the employees. The determination of the amount of retirement benefits end 
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(d) Pension and retirement costs constitute a part of the total 
compensation by a contractor to tho individuals covered by .the plan, and 
accordingly, are subject to the provisions of this section with respect to 
reasonableness of the total compensation paid to the individual for the services 

rcndGrod# (Sco 15— < 204«7) 

(e) The carryover provisions of the Internal Revenue Code with 
respect to contributions under pension and retirement plans shall not be 
recognised for the purpose of determining allowable pension and retirement 

costs under Government contracts. 

(f) Credits which arise under pension plans from various sources, 

such as dividends and cancellation of employee benefits which hnve not vested 
, t tho time of termination of their employment, must he token into account in 
equitable tonner in the determination of the allowable pension and retirement 
contribution. Special provision for those credits is usually necessary when 
the contractor's organisation has substantially expanded for the performance of 
military contracts and there is a reasonable expectation that the employment of 
a large number of the additional employees will be terminated upon curtailment 
of military work. Under these circumstances, it will be expected that an 
arrangement will to made which will result, as nearly as may be practicable, in 
the Government's receiving the benefit of these credits to tho same extent as 
it originally participated in the related costs. There ere two general methods 
which nay be used, individually or in combination, in making such srrangementsl 
(1) i lump sum or percontage discount (of current pension 

costs) allowance negotiated and agreed upon in advance. Determination of 
such allowance is net often an actuarial jroblem involving a calculation based 
upon known factors, but rather is an attempt te reach a negotiated agreement 
as to various uncertain or veriable factors in a complex situation. 
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(2) L retrospective deternination at some time in the future 
, a nore accurate estate can he mde by virtue of experience which nay 
, developed. Until such deternination, current costs, which should he net 
current credits, nay he allowed provided an appropriate contractual ogbeenent 
he reached which reserves the Oovernnent-s right to future credits. Such 
apture provisions will vary in the extent cod duration of application and 
, Of deternination. For exotic, such provisions ray ^contract-wide or 
itractor-widc and the detection nay he rade at ternination of a defense 
a tract or defense contracts, at mss layoff of contractor's e^loyees or a 
. tira of substantial decline in proportion of contractor's total sales un er 

fense contracts. 


;-20U.30, deleted 
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15 , oh n MST PBOTICTIOK EXFffiSE^ This item includes the cost of plant 

protection measures such as of g-rds. equipment of ^ <»“““■ 

firoc.rrr.es, etc.), burglar alarm systens, and fencing. ror the purpose 
contract costing, these expenses are derided into two categories, nanely, 

-or-al mart Protection expenses and special plant protection expenses. .,or- 
i:tt protection costs are alios, able »d are allocable to all C in the 
plant . Special plant protection costs, which tom refers to an extension of 
the contractor's normal plant protection program at the specific direction of 
the contracting officer or other cognisant Government aithority, are also 
allowable and allocable to specific Government contracts requiring special 

protection. 

i5.jOb.32 ■-"nprssiMJ.L S F bVTCSS - LEGAl, ACCOUiiTEIG, CTGTOSEIIP.G ffl.b O'lE u- 
(a) This item includes the cost of professional services rendered, 
...tether Performed by the contractor's own employees or by the members of the 
Particular profession separately engaged. These costs generally are allowable 
;,hsn reasonable in. relation to the services rendered and are not contingent 

u-on -ecovery of the costs from the Government. 

(b) Factors to be considered (among others) in determining the 

of costs in a particular case are, (i) past pattern of such costs, 

particularly in the years prior to the award of Government contracts; <»> the 
imnact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services expected of the contractor's own organisation; 
(iv) the nature of any conflict of interest which may exist between the con- 
tractor and the U. 3. Government; and (v) whether or not the proportion, of 
mc-eranent production of the contractor's total production is such as to in- 
fluence the contractor in favor of incurring the cost, particularly where the 
services rendered are not of a continuing, nature and have little relationship 

s 



to production under Government contracts. Retainer fees to be allowable must 
be reasonably supported by evidence of services rendered. 

(c) Professional services relating to patents are subject also to 
the limitations provided for in paragraph l5-20ii,28. 


lp-20)4.33 PROFITS AND LOSSES a* DISPOSITION OF PLANT, EQUIRiGMT OP PIPER 
CAPITAL ASSETS . Included herein arc gains or losses of any nature arising 
from the sale or exchange of plant, equipment, or other capital assets, includ- 
ing sale or exchange of either short or long term investments. Profits or 
losses on sale or exchange of capital assets, including investments, trill be 
excluded in computing contract costs. 


l5-20i4.3)4 RECONVERSION EXPENSES . Reconversion expenses arc those incurred in 
the restoration of the contractor’s facilities to approximately the s erne phys- 
ical arrangement and condition existing immediately, prior to commencement of 
the military contract work and include the cost of removal of Government prop- 


erty. 

Reconversion expenses, except for the removal of Government property, 
are incurred for the benefit of future production and are, therefore, properly 
chargeable thereto. Accordingly, except for the cost of removing Government 
property and the restoration and rehabilitation costs caused by such removal 
which are specifically provided for in the contract, reconversion expenses are 
not allowable . 


15-20*4.35 RE CRU IT IN G E XPEN S 2 . This item includes the costs of "help wanted" 
advertising and the operating costs of an employment office necessary to secure 
and maintain an adequate labor force. If further includes the costs of opera- 
ting an educational and aptitude testing program, travel expenses of employees 


while engaged in recruiting personnel, and travel expenses of applicants for 
interviews for prospective employment. These costs are allowable. Where the 
contractor uses private employment agencies, costs not in excess of standard 
commercial rates for such services arc also allowable. Costs incident to special 
benefits or emoluments offered to prospective employees beyond the standard prac- 
tices in the industry are not allowable. 

I5“20iu36 RBiTALS OF PLANT AND E -X’lPhSiT . (Including sale and leaseback of 
facilities.) 

This item includes expenses for (a) use of land, buildings, and 
equipment or other personal property, and (b) rental expenses under sale and 
lease-back agreements incurred by contractors through sale of plant facilities 
to investment organizations (such as insurance companies) or to private inves- 
tors and concurrently leasing back the same facilities on long term leases. 

(a) Rentals of plant and equipment under (a) above, if the rates 
arc reasonable in light of the typo, condition, and value of the facilities 
leased, options available, and maintenance on other provisions. 

(b) Rentals specified in sale and lease-back agreements arc: allow- 
able only to the extent that such rentals do not exceed normal costs (such as 
depreciation, taxes, insurance and maintenance expenses) which would have been 
incurred had the contractor retained legal title to the facilities. 


l£-20l;. 3 7 RESEARCH AND DEVSLQFnlh T. Research and development expenses (some- 
times referred to as general engineering expenses) for the purpose of contract 
costing are divided into two major categories, (i) product research and/or 
development and (ii) general research. 

(a) In the first category are included costs for design, improve- 
ment, and utilization of a particular product or product line. The allocable 
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P tion 0 ^. these coots are allowaole under cost-reimbursement type production 
contracts where' the research is reasonably related to the- end items being 
purchased under the contract. These costs are allowable under cost-reimburse- 
ment type research and development contracts, only to the extent that such 
costs arc directly charge-able to such contracts* 

(b) In the second category, are included- costs of all research 
other than that described in subparagraph (a) above. Reasonable costs of 
general research wich are not otherwise reimbursed are allowable under cost- 
reimbursement type production contracts. Costs of general research are not 
allowable under cost-reimbursement type research and development contracts, 
unless specifically provided for in such contracts* 

(c) • Research and development costs, regardless of the nature, which 
were incurred in accounting periods prior to the award of a pcarticular mili- 
tary contract (including amounts capitalized in the costs of patents obtained) 
shall not be allocated to that contract. 


15-20^.33 ROYALTY PAYMENTS . This item covers amounts paid for the right to 
use patents. Where, the use of such patent is necessary for the proper per- 
formance of the contract and where the Government docs not already have a 
license or other right to use such patents, the royalties arc- allowable to 
the extent expressly provided for elsewhere in the contract or otherwise author 


ized by the contract officer. 


15-2 OU. 39 SELLING AND DISTRIBUTION EXPENSES 


Tills group of expenses includes 


the costs of marketing, sales engine. ring, sales promotion, salesmen's and 
agents' compensation, and other related expenses. It also includes costs of 
advertising, bidding, outbound transportation, entertainment. 


service and 


• ' ) 

* ISIS 

rcntcl of facilities for meetings, and other incidental costs, when the primary, 
purpose of the incurring of such expenses is the dissemenation of technical' . 
information for the stimulation of production are allowable. 

(c) All other entertainment expenses, including those classified 
as gratuities in accordance with paragraph 7“20lul3, are unallowable. 



1 
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15-204*13 Excess Facilities . This item Includes the cost of Tn^ ln taiwiri g qnd 
housing idle and excess facilities, except those reasonably necessary for 
contract performance standby purposes. These costs are unallowable unle ss 
specifically required by the terms of the contract. 

15-204*14 Fidelity and S urety Bonds » The cost of bonds Include net premiums 
paid for fidelity and surety bonds* Examples of such. bonds are performance arid 
payment bonds, forgery bonds, fidelity bonds, patent infringement bonds, etc. 

The cost of surety and fidelity bonds are allowable to the extent required by 
the contract or approved by the contracting officer both as to type and amount. 
15-204,15 Fines and Penalties * Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state 
and Federal laws and regulations. These expenses are not allowable. However, 
fines and penalties incurred due to situations in which the contractor has been 
instructed in writing by the Contracting Officer to follow a certain course of 
action, will be allowed, 

15-204.16 Fringe Benefits 

Fringe benefits are allowances end services provided by the contractor 
to its employees as compensation in addition to regular wages a nd salaries, 

a* The determination as to the allowability of the cost of pension 
and retirement plans, profit sharing and other bonuses, and severance pay will 
be in accordance with sub-paragraphs 15-204.29, 15-504.7, and 35-204.41 
respectively. 

b. The cost of other fringe benefits such as pay for vacations, 
holidays, sick leave, military leave and employee insurance is allowable to the 
extent required by law, employer-employee agreement, or established policy of the 

contractor that constitutes, in effect, an implicit agreement on the contractor's 
part. 
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15-204.17 INITIAL PRODUCTION COSTS . Initial production costs, also known as 
“starting-load costs" , are non-continuing costs that arise in early stages of 

production because of the Contractor’s lack of experience with particular 

* • * * . * 

materials, manufacturing processes or techniques involved. Such costs may 
consist of excessive material costs resulting from abnormal scrap losses, 
excessive direct labor costs and related overhead resulting from idle time due 
to testing and change in production methods, cost of training employees, and 
excessive defective work due to inexperienced labor, 

While initial production costs are allowable, the contractor will be 
expected to work actively to minimize or eliminate them as rapidly as possible. 

In cases where these costs continue to an unwarranted extent after the contractor 
has been allowed reasonable time to learn to make the product efficiently, the 
excessive costs will be disallowed, 

15-204.18 INSURANCE AND INDEMNIFICATION 

(a) Included under this item are (1) those types of insurance which 
the contractor is required to carry under the terms of the contract, or by 
specific instruction of the contracting officer or his authorized representative, 
and (2) those types of insurance which the contractor carries on his own account. 
The kinds of insurance ordinarily included in the first category are set out in 

S 

ASPR 10-501. Examples of the kinds of insurance included in the second category 
are fire insurance on contractor— owned buildings and equipment, use and occupancy 
insurance, and employee fidelity bonds. 

(b) Costs of Government required insurance are allo wable wi thin the 
limitations as to the extent of coverage and premium rates approved by the 
Government. To the extent that any part of a contractor’s insur an ce program has 
not been disapproved by the Military Departments, the costs of such other 
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insurance ore allowable where the types of coverage, extent of coverage, and 
rates are reasonable under the oircumstancesj however, costs allowed for use and 
occupancy insurance will be limited so as to exclude coverage of profit, interest, 5 
federal income taxes, and unallowable selling and distribution expenses. 

(c) Costs of insurance of ary kind pertaining to Government-owned 
property for which the Government has assumed the risk of loss under the terms 
of the contract are not allowable. The cost of insurance covering contractor 
owned materials used or usable exclusively on work other than that required under 
the cost reimbursement type contract is not allowable under such contract. 

(d) The costs of. a r self insurance program under which a contractor 
assumes its own insurable risks are allowable provided that (i) the program has 
been approved by the Military .Departments and (ii) the hazards so insured 
against are not unusual or inconsistent with reasonable ,and prudent business 
practice, and (iii) the rates charged are estimated not to exceed available 
insurance rates for insurance as reduced by an amount equal to the acquisition 
expenses of the equivalent commercial insurance (commissions, fixed expenses, 
excess losses, etc#) Actual losses: sustained under such a self-insurance 
program are not allowable# 

(e) Insurance on the lives of officers, partners or proprietors, 
where the contractor is the beneficiary, is not an allowable cost. 

(f) Losses resulting from failure to insure (through self insurance v 

or otherwise) against a contingent loss or damage, where a reasonably prudent 
business organization would have insured against such loss or damage, are not 
allowable. . 

(g) Costs of indemnification, in lieu of insurance , will be allowable 
only to the extent expressly provided for in the contract. By the term . 


t 
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(d) Costs of materials and supplies shall be suitably adjusted for 
applicable portions, of income arid other credits# Such income and other credits 
include trade discounts, refunds, rebates' and' allowances, cash discounts taken, 
credits for scrap- and: salvage cjid materials returned to vendors, and credits 
arising from differences between book and physical inventories. If the contractor 
does, not exercise reasonable : ja»e<>autioris *in taking advantage of cash discounts 
available, .all cash discounts lost-may be deducted in determining allowable 
.costs,. *; '«• 

15.204-25- -QRGANIZAT ION EXPENSES « this Item consists of expenditures in 
connection with' organization or reerganizatiori of a business. Examples of such 
costs, ore incorporation f ee , attorneys fee , fees to promoters and organizers 
and costs of raising' capital.- 1 These costs are Unallowable. (See also 

15-204.19) . . ■ ■ : •••■•' -• 

15" 204.26 OTHER _3USINE3S EffiENSES . Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership of 
securities, issued by the contractor, cost of shareholders* meetings, proxy 
solicitations, preparation and publication of annual reports to shareholders, 
preparation and submission of required reports and forms to ta xing and other 
regulatory bodies and incidental costs of directors and committee meetings. 

The above listed costs are allowable ’ when incurred in reasonable amounts in 
accordance with the contractor's established practices and are allocated on an 
equitable basis to all classes of work. The above and similar costs are allow- 
able when incurred in reasonable amounts. 

15-204.27 OVERTIME. EXTRA P4Y SHIFT 4ND MULTI SHIFT PREMIUMS . This item 
consists of the premium portion of overtime and shift payments to employees. 

Such premiums may be classified as either direct or indirect labor costs, but 


the amount thereof should be separately identified in either event. When 
treated as direct labor cost, overtime and shift premiums should not be included 
in the base for distribution of overhead. Cost of overtime and shift premiums 
are allowable only to the extent expressly provided for in the contract or 
otherwise authorized by the Government. See ASFR 12-102 for further information 
concerning the policy regarding such authorization. The amount of overtime and 
shift premium cost charged on Government contracts shall be equitable in 
relation to the amount of such costs charged on non-Government work being 
concurrently performed in the contractor's plant and the factors which necessitate 
the incurrance of the cost. 

15-204.28 PATENT EXPENSES . Included in this item are all costs leading to the 
issuance of patents, as well as the cost of infringement investigation and 
litigation. Amortization of the cost of purchased patents owned by a contractor 
applicable to products or processes covered by a contract are allowable when 
approved by the contracting officer. The cost of research and development work 
leading to patents is treated in subparagraph 15-204.37. Those costs are 
unallowable except for the cost of preparing required disclosures and of 
preparing assignment and other papers in connection with the filing of a patent 
application for the Government. Charges for the use of patents where the 
Government has a, license or the right to free use thereof are unallowable. 
15-204.29 PENSION AND RETIREMENT PLANS 

(a) As used herein, a pension or retirement plan is a plan which is 
established and maintained by a contractor primarily to provide systematically 
for the payment of definitely determinable benefits to his employees over a 
period of years, usually for life, after retirement. Such a plan may include 
disability, withdrawal, insurance or survivorship benefits incidental and directly 
related to the retirement benefits. Retirement benefits generclly arc met sure d 
by, and based on, such factors as years of service end compensation received by 
the employees. The determination of the amount of retirement benefits end 
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11 indemnification" is meant Government assumption of losses arising from (i) 
lack of insurance coverage of risks of an insurable nature or (ii) restrictions 
on the amount of such insurance coverage. 

15-204.19 INTEREST AND OTHER FIN-.. MG TAT, EgENSES . This item includes interest 
paid or accrued (regardless- of the nature of the obligation which gives rise to 
the interest cost), bond discount and expenses, and the cost of financing and 
refinancing operations as well as legal and professional fees paid in connection 
with the preparation of a prospectus, costs of preparation and issuance of stock 
rights and expenses. related thereto. (Soe also 15-204.26) These costs are 
unallowable except for interest assessed by State or local taxing authorities 
under the conditions set forth in subparagraph 15-204.44. 

15-204.20 LABOR RELATIONS . This item covers expenses incurred in maintaining 
the satisfactory relations between the contractor and his employees. It includes 
the costs of shop stewards, labor management committees, employee publications 
and other related activities* . Costs incurred for those purposes are allowable. 
15-204.21 LOSSES ON OTHER CONTRACTS . This item covers any excess of costs over 
income under any and all other contracts, whether such other contracts are of a 
supply, research and development, or other nature. Costs of this nature are not 
allowable as a cost of performance of the Government contract. 

15-204.22 MAINTENANCE AND REPAIRS , (a) This item includes those costs necessary 
for. the upkeep of property which neither adds to the permanent value of the 
property nor appreciably. prolongs its intended life but keeps it in its efficient 
operating condition. These costs are allowable. Expenditures for plant and 
equipment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation will be allowable only on a depreciation 
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basis. Cost of maintenance and repairs of excess facilities and of idle 
facilities (other than r easonable standby facilities) are not allowable. 

(b) Deferred maintenance is defined as maintenance and repairs which 
for some reason such as abnormal operating conditions Or lack of funds, is 
delayed to a future period. The cost of maintenance and repairs which has been 
deferred from a period prior to the contract is not allowable unless specifically 
provided for in the contract. Likewise, the estimated cost of maintenance and 
repairs normally required but not accomplished during the period of the contract . 
will not be allowed as a cost unless specifically provided for in the contract 
or an amendment thereto, 

15-204.23 MANUFACTURING IMP PRODUCTION ENGINEERING . Manufacturing and pro- 
duction, engineering includes the cost of engineering activities in. connection , 
with (1) current manufacturing processes such as motion and time study, methods 
analysis, job analysis, and tool design and improvement and (2) current pro- ... 
duction problems, such as materials analysis for production suitability and 
component design for purposes of simplifying production. These costs ore., 
allowable. For purposes of distribution, such costs should ordinarily be 
divided into two categories* (i) those which directly benefit. a contract, a 
project, or a product line and (ii) those expenses which are not. subject. to , 
direct costing. Items in category (i) should be charged directly to the contract 
or projoct or allocated to the products in the product line. Costs in category 
(ii) should be allocated to all benofittod work. 

15-204.24 MATERIALS AND SUPPLIES . 

(a) This item includes the not costs of such items as raw materials, 
parts, sub-assemblies, components, and manufacturing supplies, whether purohasod 
outside or manufactured by the contractor. Costs of materials and supplies 
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may include such collateral items as inbound transportation and intransit 
insurance. These costs are allowable subject, however, to the provisions of 
subparagraphs (b) through (d) below. 

(b) Any generally recognized method of pricing materials issued from 
stock may bo employed for determining actual cost, provided it has been 
consistently used by the contractor, is acceptable for internal revenue pur- 
poses, and does not discriminate against the Government. However, when materials 
in inventory at the commencement date of a Government contract have a probable 
replacement cost significantly different from book cost, the contractor and the 
Government may agree upon the use of a different method of pricing based upon 
the fair value of the materials (but not in excess of replacement cost) . Such 
agreement should include identification of the types or kinds of materials 
involved and should preferably be made at the time the contract is entered into, 
and provided for therein. 

(c) Ordinarily inter-company or inter-divisional sales or transfers 
of materials shall be stated on the basis of cost to the transferor. A 
departure from this cost basis is permissible when the transactions involve 
items regularly manufactured and sold by an affiliate or division through 
commercial channels except as to items on which the Government is ultimately 

r 

the sole user. In these latter cases, however, the price charged to the contract 
must not exceed the lower of (i) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (ii) the prices of other 

suppliers for the same or substantially similar items. In other situations where 

: a. 

consideration of the minority interest in an affiliate would warrant departure 
from the cost basis, such departure may be permitted but only if expressly 
authorized or approved by the contracting officer. 



to production under Government contracts. Retainer fees to be allowable .n,_>t 
be reasonably supported by evidence of services rendered. 

(c) Professional services relating to patents are subject also to 

the limitations provided for in paragraph 15-20U.28 . 


15-20U.33 PROFITS AND LOSSES a. DISPOSITION OF FL&[T^ Ift Z>?T 
CAPITAL ASSETS. Included herein arc gains or losses of any nature arxsin^ 
from the sale or exchange of plant, equipment, or other capital assets, includ- 
ing sale or exchange of either short or long term investments. Profits or 
losses on sale or exchange of capital assets, including investments, will be 
excluded in computing contract costs. 


l5-.20ii.3U RDCQN VERSION EXPENSES . Reconversion expenses arc those incurred m 
the restoration of the contractor's facilities to approximately the same phys- 
ical arrangement and condition existing immediately prior to commencement of 
the military contract work and include the cost of removal of Government prop- 


erty. 


Reconversion expenses, 


ere incurred for the benefit of f 
chargeable thereto. Accordingly, 


except for the removal of Government property, 
utv.rc production and arc, therefore, properly 
o::ccot for the cost of removing Government 


property and the restoration and rehabilitation costs caused by such removal 
which are specifically provided for in the contract, reconversion expenses arc- 


not allowable. 


15-20U.35 RECRUITING EXPENSE . This item includes the costs of "help wanted" 
advertising and the operating costs of on employment office necessary to secure 
and maintain an adequate labor force. If further includes the costs of opera- 
ting an educational and apt i tunc testing program, travel expenses of employ-. .a 
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while mmS * in recruiting personnel, and travel expenses of applicants for 
interviews for prospective employment. These costs arc allowable. Where the 
contractor uses private employment agencies, costs not in excess of standard 
commercial rates for such services are also allowable. Costs incident to special 
benefits or emoluments offered to prospective employees beyond the standard prac- 

tir.es in the industry are not allowable. 

15-20H.36 gajTALS OF PLANT mjj S3.-IF.33T . (Including sale and leaseback of 
facilities • ) 

This item includes expenses for (a) use of land, buildings, and 
equipment or other personal property, and (b) rental expenses under sale and 
lease-back agreements incurred by contractors through sale of plant facilities 
to investment organizations (such as insurance companies) or to private inves- 
tors and concurrently leasing back the same facilities on long term leases. 

( a ) Rentals of plant and equipment under (a) above, if tne rates 
arc reasonable in light of the typo, condition, and value of the facilities 
leased, options available, and maintenance on other provisions. 

(t) Rentals specified in sale and lease-back agreements arc allow- 
able only to the extent that such rentals do not exceed normal costs (such as 
depreciation, taxes, insurance and maintenance expenses) which would have been 
incurred had the contractor retained legal title to the facilities. 

X5»— 20U.37 RESEARCH ME PEVELORU TT. Research and development expenses (some- 
times referred to as general engineering expenses) for the purpose of contract 
costing are divided into two major categories, (i) product research and/or 

development and (ii) general research. 

(a) In the first category are included costs for design, improve- 
ment, and utilization of a particular product or product line. The allocable 
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portion of these costs are allowable under cost-reimbursement type production 
contracts where the research is reasonably related to the end items being 
purchased under the contract. These costs are allowable under cost-reimburse- 
ment type research and development contracts, only to the extent that such 
costs are directly chargeable to such contracts. 

(b) In the second category, are included- costs of all research 
other than that described in subparagraph (a) above. Reasonable costs of 
general research wich arc not otherwise reimbursed are allowable under cost- 
reimbursement type production contracts. Costs of general research are not 
allowable under cost-reimbursement type research and development contracts, 
unless specifically provided for in such contracts. 

(c) Research and development costs, regardless of the nature, which 
were incurred in accounting periods prior to the award of a particular mili- 
tary contract (including amounts capitalized in the costs of patents obtained) 
shall not be allocated to that contract. 

l5-20).i. 33 ROYALTY PAYKEdTS . This item covers amounts paid for the right to 
use patents. Where, the use of such patent is neccsse.ry for the proper per- 
formance of the contract and where the Government does not already have a 
license or other right to U3e such patents, the royalties are allowable to 
the extent expressly provided for elsewhere in the contract or otherwise author- 
ized by the contract officer. 

15-20U.39 S ELLING AND DISTRIBUTION EXPEI8IS . This group of expenses includes 
the costs of marketing, sales engineering, sales promotion, salesmen's and 
agents' compensation, and other related expenses. It also includes costs of 
advertising, bidding, outbound transportation, entertainment, service and 
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warranty which arc specifically covered elsewhere in this part. 

(a) Generally, selling and- distribution expenses are not allowable. 
However, there frequently are cases in which expenses in this group relate 

in whole or in part to contract negotiation and administration and technical, 
consulting, and other services of application and adaptation of products to 
the use and requirements of the Government. These costs are allowable when 
properly allocated. 

(b) No fee, commission, percentage,, or brokerage fee shall be allowed 
as a contract cost which violates the provisions of paragraph 7-203.20. 

l5-20li.iiO. SERVICE AND WARRANTY EXPENSES . This item includes such costs as 
providing service in installation, training personnel in the use, operation 
and maintenance of the product, correcting defects in the product, replacing 
defective parts, refunds in case of inadequate performance and other related 
costs. Actual costs to be reimbursed to the contractor will include such of 
the fere-going costs as must be borne by the Government under the clause of 
the contract entitled "Inspection of Supplies and Correction of Defects" 

(See paragraph ASPR 7-203.5). 

15-20U.U1 SEVERANCE PAY . Severance pay, also commonly referred to as dis- 
missal wages, is a payment in addition to regular salaries and wages, by con- 
tractors to workers whose employment is being terminated. 

The cost of severance pay is allowable only to the extent that, in 
each case, it is required by (i) law, (ii) employer-employee agreement, (iii) 
established policy that constitutes, in effect, an implicit agreement on the 
contractor's part, or (iv) the circumstances of the particular employment. 



For contract costing purposes severance pay is divided into two 
categories as follows: 

(a) Hormal Turnover Severance Pay , The cost of severance payments 
arising from normal severances should be allocated to all classes of work 
being performed in the contractor's plant at the time of payment. Where 
the contractor provides- for accrual of normal severance pay such method will 
be acceptable if the amount of the accrual is reasonable in light of payments 
actually made over a representative past period. 

(b) Mass Severance Pay . The cost of abnormal or mass severance pay 
actually made upon cessation of work when there is ho reasonable prospect of 
continuing employment on other work of the contractor is allowable. The 
amount allowable shall be determined by ass i^ing "the total cost to the period 
in which the severance pay was actually earned and equitably apportioning such 
cost to all business of the contractor performed during that period. 

A reservation in the final release of claims (see ASPR 7-203. U) may 
be made in the case of completed cost-reimbursement type contracts when it is 
reasonable to assume that severance pay allocable to the contract must be made 
in the future. 

» ' * 

15-20U.U2 SPECIAL TOOLING . The term "special tooling" means property of such 
specialized nature that its use, without substantial modification or alteration, 
is limited to the production of the particular supplies or to the performance 
of the particular services for which acquired or furnished. It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. The cost of special tooling, when acquired 
for and its usefulness is limited to government contracts, is allowable and 
will be ’charged directly to the government contracts. When such special tooling 
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is acquired it shall be subject to the provisions of the contract clause set 
forth in paragraph 13-503 entitled "uovemment Property" and to the provisions 
of Appendix 3, ASPit, applicable to jovernmont-owned special tooling. The cost 
of special tooling which is useful under both g6vernnent contracts and other 
work of the contractor is allowable when properly allocated. 
l5-20k .U3 STRIKES .-AO LOCKOUTS, EXPENSES OF . The situations and conditions 
surrounding strikes and lockouts are so varied that it is impossible to estab-' 
lish a general principle providing for allowance or disallowance of costs in- 
curred during such occurrences. Each case must be considered on its own merits. 
l5-20u.UU TAXES . Taxes are charges levied by a government unit. They do not 
include fines and penalties except as otherwise provided herein. 

(a) In general, taxes which the contractor is required to pay and which 
are paid or accrued in accordance with generally accepted accounting principles 
are allowable, except for Federal income and excess profits taxes; taxes in 
connection with financing, refinancing or refunding operations (see paragraph 
15-20U.19); and special assessments on land which represent capital improvements. 

(b) Taxes which are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work performed, provided that 
the contractor; (1) promptly requests instructions from the contracting officer 
concerning such taxes; (2) agrees to comply with such instructions; and (3) if 

so directed by the contracting officer also agrees to take all necessary action 
in cooperation with and for the benefit of the Government, to determine ‘the 
legality of such assessment or, as the case may be, to secure a refund of such 
taxes and any interest or penalties thereon. Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the con- 
tracting officer, shall be allowable as a cost, reasonable expenses of any 
proceeding instituted by the contractor at the direction of the contracting 
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' (2) A retrospective determination at some time in the future 
when a more accurate estimate can be made by virtue of experience which may 
have developed. Until such determination, current costs, which should be net 
of current credits, may be allowed provided an appropriate contractual agreement 
can be reached which reserves the Government's right to future credits. Such 
recapture provisions will vary in the extent and duration of application and 
tine of determination. For example , such provisions may bo contract-wide or 
contractor-wide and the determination nay be made at termination of a defense 
contract or defense contracts, at mass layoff of contractor's employees or at 
the time of substantial decline in proportion of contractor's total sales under 
defense contracts. 


15-20U.30, - DELETED 



X 
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(d) Pension and retirement costs constitute a part of the total 
compensation by a contractor to the individuals covered by the plan, and 
accordingly, are subject to the provisions of this section with respect to 
reasonableness of the total compensation paid to the individual for the services 
rendered. (Seo 15-204.7) 

(e) The carryover provisions of the Internal Revenue Code with . 
respect to contributions under pension and retirement p lan s shall not be 
recognized for the purpose of determining allowable pension and retirement 
costs under Government contracts. 

(f) Credits which arise under pension plans from various sources., 
such as dividends and cancellation of employee benefits which have not vested 
at the time of termination of their employment, must be token into account in 
an equitable manner in the determination of the allowable pension and retirement 
contribution. Special provision for these credits is usually necessary when 
the contractor 1 s organization has substantially expanded for the performance of 
military contracts and there is a reasonable expectation that the employment of 
a large number of the additional employees will be terminated upon curtailment 
of military work. Under these circumstances, it will be expected that an 
arrangement will be made which will result, as nearly as may be practicable, in 
the Governments receiving the benefit of these crodits to the same extent as 

it originally participated in the related costs. There are two general methods 
which may be used, individually or in combination, in making such arrangements* 
(l) 4 lump sum or percentage discount (of current pension 

costs) allowance negotiated and agreed upon in advance. Determination of 
such allowance is not often an actuarial problem involving a calculation based 
upon known factors, but rather is an attempt to reach a negotiated agreement 
as to various uncertain or variable factors in a complex situation. 


\ 
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15-20U.JI PL ANT' PROTECTION EXPENSES. This item includes the cost of plant 
protection measures such as wages of guards, equipment of guards (uniforms, 
firoarmes, etc.), burglar alarm systems, and fencing. For the purpose of 
contract costing, these expenses are devided into two categories, namely, 
normal plant protection expenses and special plant protection expenses. Nor- 
mal plant protection costs are allowable and are allocable to all work in the 

plant. Special plant protection costs, which tern refers to an extension of 

\ 

the contractor's normal plant protection program at the specific direction of 
the contracting officer or other cognisant Government aithority, are also 
allowable and allocable to specific Government contracts requiring special 
protection. 

15-20U.32 P-lQITSSICKAL SEP. VI CSS - LEGAL, ACCOUNTING, ENGDIEaltlNG AND OTHER . 

(a) This item includes the cost of professional services rendered, 
whether performed by the contractor's ovm employees or by the members of the 
particular profession separately engaged. These costs generally are allowable 
when reasonable in relation to the services rendered and are not contingent 
upon recovery of the costs from the Government. 

(b) Factors to be considered (among others) in determining the 
allowability of costs in a particular case are: (I) past pattern of such costs, 
particularly ir. the years prior to the award of Government contracts; (ii) the 
impact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services expected of the contractor's own organization; 
(iv) the nature of any conflict of interest which may exist between the con- 
tractor and the U. 3. Government; and (v) whether or not the proportion of 
Government production of the contractor’s total production is such as to in- 
fluence the contractor in favor of incurring the cost, particularly where the 
services rendered are not of a continuing nature and have little relationship 



officer to determine the legality of such an assessment or to secure a refund of 
such taxes, interest or penalties for the benefit of the Government, shall also 
be allowable as costs. 

(c) Any refund of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in which contract costs absorb the 
costs of taxes, interest or penalties. If at the time the refund is receiyed by 
the contractor, no defense contracts are being performed, the amount otherwise 
to be credited to contract costs shall be paid directly to the Government. 
15-20U.U5 Ttb-.DE, BUSINESS, .iND PROFESSIONAL ACTIVITIES . 

(a) Memberships . This item includes costs of membership in trade, 
business, and prof essional organizations and such costs are allowable when in- 
curred in accordance with the following standards: 

(i) Memberships are consistent with the established practice of 
the contractor, particularly his practice prior to the award of Government con- 
tracts. However, if the nature or volume of the contractor's production had 
been altered significantly by Government contracts, departure from the prior 
program may be justified. 

(ii) ;fncn the organization is a local one; is primarily for 
trade, business, or professional purposes; and membership would be expected of 
all similar business firms in the business community. The costs of social, 
cultural, or recreational activities of such organizations are not allowable. 

(iii) If the organization is regional, national or international 
in scope, membership therein should pc held by a majority of like firms in the 
same industry. 

(iv) The costs must be reasonable. In determining reasonableness 
of particular membership costs which appear to be excessive, a review- of the 
nature of the activities of the organization may be necessary in order to reduce 
the allowable portion of the contractor's membership costs to an amount which 
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would, in effect, exclude a contribution to lobbying or public relations activities* 

(b) Subscriptions « This item includes the cost of ' subscriptions to' 

which 

trade, business,' professional, or technical periodicals or services/are allowable 
when incurred in accordance with the contractor 1 s established practice and the 
costs are reasonable in amount. 

15-20U.U6 TnAIalihj IXP^NSES . 

(a) This item includes the costs of preparing and maintaining a pro- 
gram of instruction designed to increase the over-all effectiveness of employees. 
Included are the costs of the director of trainin 0 and staff, training materials 
and text books when the training program is conducted by the contractor} and tui- 
tion, fees, training materials and text books when the training is in educational 
institutions. 

(b) Such costs which are limited to training for specific jobs in the 
plant are allowable when properly allocated. 

(c) Such costs for educational advancement will not be allowed except 
in scientific engineering and technical fields related to the contractor's busi- 
ness, and then only if it can be established that the value thereof to the indi- 

♦ 

vidual employee was equi tably taken into account as a part of the total compen- 
sation of the employee. (See paragraph 15-20U.7) 

13-20U.U7 TltANS?G-iIATIOi'J ^XP^hShS . Transportation, expenses include the cost of 
freight express, cartage and postage relating either to goods purchased, in 
process, or delivered. 

•*hen such costs can readily be identified with the items involved they 
may be directed costed or added to the cost of such material. (See paragraph 
l5-20U.2u) share identification vrith the materials received cannot readily be 
made, inbound transportation expense may be charged to the appropriate indirect " 
expense accounts, provided the contractor follows a consistent procedure in this 
respect. Outbound freight, if reimbursable under the terms of the contract, should 
be treated as direct charges. 


15-20L.U8 TRAVEL EXPENSES. This includes costs of transportation, lodging, 
subsistence and incidental expenses incurred by contractor personnel in a 
travel status while on official company business# 

(a) Travel expenses: incurred in the normal course of overall 
administration of the business and applicable to the entire business are allow- 
able when properly allocated. 

(b) Travel' expenses directly attributable to contr:ct perfor- 
mance may be charged to the contract in accordance with the principle of direct 
costing. 

(c) Subsistence end lodging including tips or similr incidental 
expenses may be reimbursed either on an actual or per diem basis. The be sis 
selected should be consistently followed. 

(d) Costs of premium transportation may be allowed when it is 
shown to be necessary to performance of the contract. 

(e) Entertainment expenses arc not allowable. 

(f) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the Contracting Officer. 

I5”20ii.ii9 UNCLAIMED WAGES . Unclaimed wages are compensation earned but not 
claimed by employees normally represented by pay checks not presented for pay- 
ment and liability to such employees or former employees for sums left over 
from amounts originally drawn for payrolls. 

Unclaimed wages, previously reimbursed to contractor will be 
reviewed at intervals and particularly at the completion of the contract to 
determine what portion of these unclaimed wages shall accrue as a credit to the 
contract or subsequent refund to the Government. 

Costs should reflect a credit for unclaimed wages based upon 
agreement as to the amount thereof reasonably expected not to be paid 


s 
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subsequent to the date of completion or settlement. In this event, all un- 
claimed wage liability rests with the contractor, when such an agreement can- 
not be roacncd, the government will assume liability for payment of unci aim ed 
w^g<_s ^~nd eliminate all allowances therefor from reimbursement to the- con- 
1 tractor* 
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15*200 SCOPE OF PA&T . This pert seta forth principles and standards Tor tho 

deterndnatioa and allowance of coats in connection with co>t ralnfinrnnmnt 

type contract* and cost-relmbroraameot typo s ub con trac ts thereunder for pro* 

enreaont of supplies, services, and research and derelopDent w or k with 
commercial organisations and with rap -p rofit Institutions having 
commercial type accounting ay* teas* 

15-201 BASIC PRIKCIPLES AMD SIAHDAHDS . 

(a) Composition of Total Coat* The total cost of s cost ralmtinrn—nt 
typo contract is the rat sue of (1) the alloaahle direct costs, (11) tbs 
properly a lloc a bl e portion of allowable indirect costs end (ill) applicable 
income and other credits* 

(b) Factors Affecting Allowability of Costa* Sis factors to be con- 
sidered In determining the allowability of costa Include (i) reasonableness, 
(ii) application of generally accepted accounting principles and practices, 
(ill) exercise of good bu sin es s judgment in in cur ren ce of cost end (iv) say 
limitations as to types or amounts of cost items set forth in this Part 2 of. 
Section 17 or otherwise included in the contract* Failure to mention any 
item of cost in this pert is not intended to imply that it is either allowable 
or rat allowable* 

(c) Credits * The applicable portion of income and other credits which 
ere related to any allowed cost will ho oredlted to the nnrim— nt either ss 

e reduction in eootraet cost or by a cash refund, as appropriate* 

(d) Contractors Accounting System* The requirements concerning 
fiooni kMpiog and ipppo fi l of tin oontg iotof*! si w s si i iM i^ popooadorM y* 
preetieee are set forth in the "Beeords Clause* (8ee ASPS 7-203*7)* 


^5“ 202 DIRECT COSTS * Subject to the provisions of paragraph 15-201, »*irr- 
able direct costs are those items of eost, or aggregate thereof, whi c h can be 
identified specif ically with any objective, service, pro gra a or projeot under 
the contract and are chargeable directly thereto. Major items of eost readily 
iden ti fi ab l e with the contract or with other work of the oontractor should be 
charged directly thereto. This principle nay often be applicable to such 
elenente of expense as freight, travel, no— nM sail ma gluMc services, 
etc., ae well as the normal iteae of materials and productive labor. However, 
It met be applied consistently to the costing of both defense and t 

prodnote or services, when the oontractor is engaged in mixed production, in 
order to produce equitable results. When the accounting expense of direct 
coating of minor items would exceed the resulting benefits, ind ividual itmm, 
otherwise al l owabl e as direct costs, nay be treated as indirect expenses. 

15-202.1 MjtKC TJHl fRCrM do The oost of direct mater ial s Inoludas the cost 
of items purchased, supplied, manufactured or fabricated, which enter di r ectl y 
into the end product or which are used or consumed directly in « « «» — an «ith 
furnishing such product. 

15*202.2 DIRECT LA BO R . The cost of direct labor inoludas salaries end wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of the contract or other work of the contractor. It may also inalnda 
other asso ci at e d costa euoh as payroll taxes aid workmen* s ttoog incur* 

ance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costa. 

15*202.3 OTHER DIRECT COSTS . Where other itane of ooet are oharged directly 
to the contract cons i sten t with paragraph 15-202 above, the ccntreeter mus t 
demonstrate that they are s pecific a ll y related to the perf oxoenoe of the eon* 


* 

tract. When, however, item ordinarily chargeable as indire ct costa are 
charged to a Government contract as direct costs, the cost of aiaSlar i tems 
applicable to other work of the contractor mist be indire ct 

costa allocated to the contract. 

15-203 INDIRECT COSTS . 

(a) Indirect costs are expenses which are incurred for cannon or joint 
objectives, are accumulated for accounting purposes fay departmental activity 
or other logical cost grouping and are charged to the contract and other work 
of the contractor by a process of al l oca ti on, bach element thereof is subject 
to the limitations of this part as to allowability. 

(b) No specific rules can be stated as to the method of of 

i n d ir ect costs because the actual condition in each instance must be taken 
into account in determining the most suitable method or methods. The objective 
should be the selection of a method or methods which will distribute the in- 
direct coats in the fairest and moat equitable manner possible. The method 
used in connection with Government contracts must, in order to be acceptable, 
conform with generally accepted accounting practices, be applied consistently, 
and produce equitable results. Any significant change, such as in the nature 
of the business, the volume of sales, the volume of production, manuf acturing 
processes, or the products being produced, may require reoonsiderationcf the 
methods previously in use to determine whether they continue to be equi tabl e. 
Further discussion relative to allocation of the individual of 

Indirect costa will be found in the subparagraphs bel ow. 

15-203.1 INDIRECT MANDFACTORINQ AMD PRODUCTION EXPENSES . Indirect manafao- 
turlng and production expenses consist of costs which are necessary to the 
productive process as a whole and are not readily subject to treatment ae 



\ 


i 

J 

direct coats in accordance with paragraph 15-202. of indirect 

manufacturing and production expenses on a time basis, such as direct labor 
man-hours or machin e— hours , is a method which generally produces accuracy 
equity 0 Other acceptable bases, in appropriate circumstances, include direct 
labor d oll a r s (exclusive of overtime premium) , units processed prime costs 
of units processed. In some instances, it may be necessary to departmentalise 
or establish cost centers in order to distribute equitably the indirect costs. 
The factors to be considered in determining the extent of departmentalisation 
or establishment of cost centers include variety of products, complexi ty of 
processes and relative labor and facility requirements for the various products 

15-203.2 INDIRECT ENGINEERING EXPENSES . Indirect engineering -ypapcc p con - 
sist chiefly of engineering administrative expanse general supplies o These 
expenses arise out of engineering activities which product design, 

tool design, experimental development, manufacturing and production dsvelop- 
ment, layout of production lines, determination of nc methods « nd related 
blueprinting and drafting. 

Indirect engineering expenses should be allocated to the benefited 
activities, i.o 0 , the contract and other work of the contractor on the 
of direct engineering man-hours expended, direct engineering labor dollars, 
or other equitable basis. NOTE: Direct costs of engineering activities should 

be charged directly to the benefited activities, i*e., the contract and other 

- • 

work of the contractor in accordance with paragraph 15-202. 

15-203.3 INDIRECT SELLING AND DISTRIBUTION EXPENSES . The in this 

group consist of items which represent the cost of marketing the contrac to r 1 a 
products and inc l u d e sales promotion, advertising, distribution costs and 
other related items. Ge nerall y, such expenses are not considered to be 



allocable to Government coat-reimbursement type contracts for the reason that 
marketing, in the ordinary commercial sense, is not necessary for doing busi- 
ness with the Government o However, in sons instances, dep ending ^lp 'rn a 
showing of benefit to, or necessity for, the performance of the contract, sane 
expenses which ordinarily are included in this group may be determined to con- 
stitute allowable costs* Because of the special problems that arise in 
area, it is usually desirable for the contractor to identify in its records 
by means of subaccounts or otherwise, the items of these expenses considered 
properly allocable to Government contracts. 

15-203 oU GENERAL ANE ACHIHISTflATI7E EXPENSES . General and administrative 
expenses consist of costs incurred in the overall management, supervision and 
conduct of the business. Any recognized method of allocating general and 
administrative expense is acceptable provided equitable results are thereby 
obtained 0 Some of the generally recognized bases are a a fo llow s » 

(a) Total costs incurred (exclusive of general and administrative 
expe n ses, but including materials purchased). 

(b) factory input (charges to work in process or equivalent accounts) 

(c) Cost of goods manufactured. 

(d) Processing costs (direct labor, plus direct and indirect produc- 
tion costa, exclusive of direct material). 

(e) Cost of sales. 

(f) Sales. 

Among the factors that should receive consideration la determining whether the 
results are equitable are (i) the cost pattern of the G ov e rnment contracts 
(that is, the perce n tage of the total cost of the contract, exclu sive of 
general and adainistrative expanses, represented by — oh of the several cost 
c om ponents thereof) in relation to the coet pattern for the plant or activity 


as a whole, and (11) the ultimate objective of distribution of these expens es 
in approximate ratio to the general and administrative effort involved in the 
two categories of work. 

The "total costa incurred" basis will usually result in an equitable 
distribution of expense where the cost elements which make up the base are 
representative of all activities which require general administrative end 
supervising effort® The "sales" basis is usually not equitable where there 
is a distorting profit factor and the concurrency of sales with production 
varies between Government and commercial products* In the evaluation of these 
and other methods, consideration should be given to any significant variations 
of inventories between accounting periods, variations in the ratio of contract 
inventory levels to all other inventory levels, and any other relevant factors 
such as those mentioned in paragraph 15— 203(b) 0 

15-203o5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES . The base period 
for al location of indirect expenses should approximate the period of contract 
performance or should be representative of that period* The base period 
should be sufficiently long to avoid inequities in the allocation of cos ta* 
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20 April 19$h 


KEMQKAJTOUT1 fOB CSUHXAK, AS « CCWfOTHC 
SUBJECT: Case $3-Ui • Hevisiaa of Section XV 


1. In accordance with paragraph 6 of the A8F& of 

2 / 9 / 51 *, thJL* Subcoanlttea hoc proceeded in the redrafting of 
Section X7o 

2« The Snbeoanlttee has rewritten and the intro* 

duetory naterlal in Part 2 of the Section* A copy of tkdM effort 
ia attached* While ocnaidanable tine has ban t a p ta d td in drafting 
thin introductory material, it shoold be noted that moth of it viXX 
appear In the introduction of subsequent Parte* Part 1 hat been 
reserved since it ia introductory and cannot be written properly 
until all other Parts hare beau revised. 

3* Pursuant to the MeHeil-Vdbeter agroonont of 3 /l/$h, the 
ASPE Coonittee and the Office of the Cooptroller were directed to 
undertake certain work concur rently "with a sufficient interchange 
of ideas to incorporate all basic principles** This progress re* 
pert is subedited so that the ASPS Coeaaittee can j with the 
direction* 

U» The S ubo oan i ttee ia actively proceeding with the 8eoticn 
IV revision on a one*d« y a w ee k meeting basis* 


H* B* OALLPP 
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DEPARTMENT OF TIE ARHT rnrTSTICS 

OFFICE OF THE ASSKTMI 0^?® STAF< , 4, 


WASHINGTON 25, D- C, 


4 December 1953 


tJEIiORAiDUIi FOR: CHAlRliAN, ASPR COMMITTEE 

SUBJECT i IToposed Section XV of ASPR> Draft dated November 1953 . 

X. fte unsigned meters of *• 

Sutcommittee view ' rith which, in our judgment 
posed Section W upon the ares ot tergnau^ ^ u apart f r0 m 

and experience* has required sp ■ 8 The Contract Settlement *ct, 

other elements of the procurement pr _ ym of ASPR were all ure- 

the Joint Termination ^uiation, a J « . staging but sere devoted 
pared along a bread background g^^^^Uon. The preliminary 
exclusively to the specialized gtin xv disturbs the Subcommittee 
examination which we hav- »sde »f Section ™ ^ C0TK . the necessary 

in that the proposed /e^ion * 
provisions of the present Section Viii, 

2 . At no time has the Section 

nation Subcommittee for -i^^fotedNovember 1953, ae it affects Soetion 
proposed draft of Section "> d ^ 0Blltt ee feels it is necessary tore 
a H S^le“ 3 time in which to prepare and present its 

objections to this draft. 

Albert Albert, Air Foroe 

Albert Kbrhblum, Navy 

Lt. Col. Brooks C. Preacher, Army 

v CJ ' ? 

BROOKS C. PFEACHER,Xt. C°l,^ 
Chairman, Section VUI, Subcommittee 


A* ■ 
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rJR DEPARTMENT OF DEFENSE USE ONL* * 

' , . 1 " ' . 1 December 1953 

' N " ' " ' ' ; ’’ •». : : ’ •• 

MEMORAI&UM FOR CHAIRMAN^ ASfcR COMMITTEE. 

SUBJECT: Case 53-UU* Revision • of Parts 1,2,3 and U of Section XV 

1, Attached are drafts of Parts 1, 2, 3 and k of Section XV which have 

been revised in the light of the comments received from the various echelons 
of the Military Departments* . 

2, Set forth below are the issues developed at Subcommittee meetings, 
which represent, except for Comment n I n , the unanimous views of- the Subcom- 
mittee versus those of the OSD Comptroller »e representatives, The" OSD 
Comptroller representatives will present their views separately. In. those 
instances in which the Subcommittee recommends deletion in the attached 
text, the material in question has been bracketed so that it may be 

- more quickly identified, • . 

A, Para, 15-I01(a) (See page 1501) • The Subcommittee' recommends 
- deletion of the second 'and third sentences. 

The Subcommittee position is that the substance of these is not 
questioned, but their presence in this Regulation '.ri.ll unduly delay negotia- 
tions by inviting unnecessary requests from contractors for special treatment 
in the contract which might not otherwise occur or be required. Furthermore, 
utilization of specific contract provisions to cover unusual circumstances is 
standard, procurement practice which obviates the necessity for reference to 
such practice in this Section, 

B, Para, 15-101 (b) (See page 1501) - The Subcommittee members be- 
lieve that the text, in its present wording, requires that Part 2 of the pro- 
posed revision be incorporated in all cost-reimbursement* type contracts. It 
is felt that this is inappropriate with respect to contracts with educational 
institutions in that subparagraph 15-202 (e) of Part 2 has no application to 
contract costing with such institutions and would, therefore, create confusion 
and misunderstanding. It is believed that there should be a separate part 

of Section XV devoted entirely to costing of contracts with educational or 
other non-profit .institutions which do not use commercial cost accounting 
systems. Wording which would serve to give effect to the foregoing is as 
follows: 

**(b) Cost-Reimbursement Type Contracts . Cost estimates shall 
be developed and evaluated, and reimbursements to the contractor 
for costs incurred shall be determined, through the application of 
these cost principles and standards. In the case of prime contracts 
. with commercial organizations, and with educational or other non- 

profit institutions which have commercial type cost accounting 
systems. Part 2 and Parts 3* H and 5 (as appropriate to the type 
of work called for by the contract) shall be incorporated therein 
by reference in each instance. In the case of contracts with educa- 
tional or non-profit institutions, which do not have coraaerciol type 


cost accounting systole. Part 6 shall be incorporated therein by 
reference in each instance# -.11 cosWcirJburscxnt typo subcon- 
tracts s hall incorporate by reference the appropriate Part or Parts 
of these cost principles and standards, depending upon the nature 
of the *ork called for in the subcontract and the type of organiza- 
tion with which the subcontract is let# For the purpose of deter- 
mining the appropriate Part or Parts to be incorporated by reference 
in cost-reimbursement • type', subcontracts the criteria herein outlined 
for cost-reimbursement type prime contracts will be applicable#" 

The above text contempia.tes assignment of Part 6 to Cost -Principles and Stand- 
ards dealing with educational or other non-profit institutions. Uiese comments 
also apply to paragraph l5-101(c)# • . 

t ' C. Para# 1*>-I0l(c) (See pages 1$01, 1502) - This Subcommittee has 

previously submitted t Ms issub for consideration on the substitution of- a new 
paragraph (c) on page 1$02 for thfe one in brackets proposed by OSD Comptroller# 
The substitute paragraph not in brackets is the position of the ASFR Committee 

on this issue# •- ' > 

. - ....... * * • 

D, Para, 15-102,3 (See page 1503) - The Subcommittee recommends dele- 
tion of the last sentence# 

■ ; ;; #••.. 

The Subcommittee position is that this statement is not'appropri- 
ate for inclusion in cost principles as such and belongs more appropriately in 
Section IH of ASFR# 

E# Para-# 15-10 5 (See pages 1505, 1506) 

f «. • 4 ■ 

(1)‘ It is recommended that the second and tMrd sentences and 
the first word of the fourth sentence be deleted# (See page l505#) 

The Subcommittee position is the same as for 15-102,3 above# 


(2) The Subcommittee recommends deletion- of *the las.t sentence# 
(See page 1506.) The Subcommittee position is that this last sentence 
' is an open invitation to contractors to conceal or withhold actual 
product costs in favor of presenting only product line' costs where it 
is to their advantage to do so# ASPR 3-101 provides that procurement 
by negotiation - 

4 * * * # 

"will be made to the best advantage of the Goverment # 
price and other factors considered* Negotiation shall 
thereupon be- conducted, by contracting officers and 
their negotiators with due attention being given 'to 
the following and any other appropriate factors: 

(a) Comparison of prices quoted, and consideration 
of other prices for the same or similar supplies ' or 
services, with dueregard to production costs# 1 * 


The reference to "or similar supplies or services" in the above quota- 
tion from Section III is adequate without reiteration in Section XV, 
to permit use of product -line costs when only such costs are available# 




2 


1 


The sentence in the proposed ASPR 15— 105j which xs^reconnnended for 
deletion, would ''permit an' option . "to. the contractor which would be 
contrary to Hhe best advantage, .of ; the Government" in those cases 
in which the actual product 'costs are. available, and its inclusion 
"in order not to impose impractical requirements on contractors for 
cost estimates" is considered to be .both dangerous and contrary to 
■ existing fundamental policy, . • 

F, Para* 15-106 (See page 1566) - The Subcommittee recommends dele- 
tion of the last two sentences and paragraph references. 

The Subcommittee position on this recommendation is the same as 
that taken on' Par a, 15-101(a) above* . ■•...* 

G, Para. 1$-106| (See page 1506) - The Subcommittee recommends dele- 
tion of this entire paragraph. 

The Subcommittee position is that this reference to. the Internal 
Revenue Code should be deleted since (1) the Code was not designee, for deter- 
mination of costs under contracts, (2) the Code is subject to constant change 
by laws, regulations, and court decisions, and (3) military contract negotia- 
tion and administration personnel are not trained in .the intricacies of the 
Code nor do they have ready access to the Code or its revisions, or the time 
required to keep up with the changes* 

H, Para* 15-110 and 15-111 (See pages l508, 1509) - The wording of 
these paragraphs places undesirable restrictions on the operations of the 
military departments in the conduct of their business* 

The Subcommittee position is that no necessity is seen for such 
restrictions prospectively nor are any past events known which would offer a 
justifiable reason for language more restrictive with regard to thia proposed 
Section XV than the treatment afforded the other sections of ASPR as contem- 
plated by the currently proposed revised paragraphs on implementations and 
deviations in Section I of this Regulation. Moreover, the reservation to 
the Office of the Secretary of Defense for exclusive judgment as to necessity 
and consistency as contemplated by paragraph 15-110 (c) is inconsistent with 
past practices in matters affecting ASPR* 

X. Para* 15-311* 2(a) (See. page 1$13) - The Subcommittee recommends 
that an assignment be made to the Editing Subcommittee to develop a standard 
contract clause whereby the Government may exercise its option on the pricing 
of materials and inventories at the date of the contract in a manner consist- 
ent with this subparagraph, . . . • : • * • 

J. Para. l5-311.2(c) (See pages lf>Ui-l5l6) - The Subcommittee recom- 
mends deletion of the paragraph in brackets proposed by :the\0SD Comptroller 
and the substitution therefor of a new paragraph as drafted by the Subcommittee 
on page I$l6« 

The Subcommittee position is that its redraft has the desirable 
feature of emphasizing treatment of inter-company sales on the basis of cost 
to the transferor and of deemphasizing any interpretation which might result 
in the pyramiding of profits* • 


3 



K, Para, l5-313«3(d) and (e) (See pages 1531# 1532 ) - The Subcommittee 
recommends that the bracketed material in these two paragraphs be deleted, 

t ■"•** ■ t ... • ' ‘ 

The Subcommittee- position is that the material which it recommends 
for deletion would permit a contractor to elect the depreciation of assets on 
the basis of an appreciation in their value by reference tb 11 current price 
levels by the use of a general price, index,” -.Such a concept is objected to 
for the following reasons: (i) it will result in an unwarranted additional 

cost in Government procurement, (ii) in periods of rising prices contractors 
will take the election .of using current market index but will resist its use 
in periods of falling prices, (iii) a substantial administrative burden is 
created for contracting. officers and auditors since current book values would 
never be static, and (iv) the concept is not generally recognized by the 
accounting profession, 

* *• 0 *• - , 9 

L. Para, 15-313,9 (See pages 1537-1539) - The Subcommittee recommends 
the deletion of the bracketed paragraph proposed by OSD Comptroller and recom- 
mends adoption of the revised paragraph on page 1539 as drafted by the Subcom- 
mittee, 


The Subcommittee position is that reconversion costs, except for 
the removal of Government property and restoration and rehabilitation costs 
caused by such, removal, are incurred for the benefit of future production and 
as such should be properly charged only against future production and not . 
against past production, This is considered to be in conformity with commer- 
cial practice in that reconversion costs are normally charged to the new line 
of business rather than the one being discontinued. As applied to Government 
contracts this means that we would pay the cost of converting the contractor’s 
plant to our work but we would not pay for reconverting back to commercial 
work. It may be noted that at the end of WWII a definite stand was taken 
against allowance of these expenses - see the cost principles included in 
Appendix A of the Joint Termination Regulation which, under the category of 
excluded costs, reads as follows: 

(b) The expenses of conversion of the contractor’s facili- 
ties to uses other than the performance of the contract. 

The Subcommittee very strongly feels that procurement should be accomplished 
on the basis of reasonable profits to contractors for the work that they 
perform in producing end products as being the contractor’s entire .considera- 
tion in entering into Government business as compared with remaining in 
commercial business and that the allowances for reconversion Co&ts should 
not be used as an inducement to contractors to accept government business. 
Moreover, on the basis of past unsatisfactory experience, it is known that . 

such costs may run to very substantial dollar amounts, 

... •' • 

• v ■ ( 

M, Para, 15-330*6 (See page 1 559) - The Subcommittee recommends 
deletion of tKe bracketed material in this paragraph; - ‘ 

The Subcommittee recommends this deletion since it is believed 
to be inconsistent to recognize a cost policy for lower tier subcontractors 
which differs from that for prime contractors or their first tier subcon- 
tractors, Further, many cases exist where* prime- contractors are also sub 
and lower tier subcontractors , 



3. Paragraph 15-350 (See pages 1563-1565) of the Revision contemplates 
the deletion of the existing text of ASPR 8 -I 4 O 2 and the substitution of an 
appropriate cross-reference to the revised Section XV. It is recommended 
that the paragraph be reviewed by the Section VIII Committee. 

li. Since the Subcommittee effort was directed principally toward the 
basic concepts of the proposals in accordance with the instructions of the 
ASPR Committee, the necessity for extensive editing is recognized. . 


J, ii. Railing, Lt. Colonel 
R. n. Iv.ee 

E. T. Cook 

A. C, Sawallisch 

H, T. Critchlow, Lt. Colonel 

A. B. Thomas 

K. H. Gallup, Chairman 
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16 October 1953 , f .| ^ . 


MEMORANDUM FOB THE CKA2RMI8, ASPS OOMMUTSi 
SUBJECT* Case 53*2iit, Revision of Section 27 


Id This SabcoOTaittee atterated the ASFR Committed meeting on 
October i3 f 1953 and was instructed (A) to revise the draft of 
15-1 CH(c) to state the use that will be cade of Section XV by eon* 
tracting officers in negotiating revised prices end (B) to draft a 
clause incorporating Section XV in price redetennination and incentive 
clauses. 

2c With respect to problem (A), it is believed that the Subcommittee 
is in basic agreement with the intention of the use which w ill be made 
of Section XV by the contracting^ officer voider redetennination said 
incentive clauses. The problem at the subcommittee level appears to 
be a choice of words to properly express that Intention so that there 
will be no confusion in anyone's tod. It is not Intended by in* 
corporation to place a lever in the contractor's hands. It is con* 
tenplated that the members of this Subcommittee will be present at the 
meeting to express themselves on this matter. However, the Chairm an 
of this Subcommittee in an attempt to clarify the problem believes that 
everyone agrees that it is intended that Section XV be used only as a 
yardstick in evaluating the contractor's cost estimates, end it is not 
intended to use it to establish the price. On the original draft the 
word “criteria" appears to avoid the confusing phrase "as a guide" which 
appears in the existing departmental instructions regarding the use of the 

dlfS* P roc ®®dings 0 The Winston Mcticnary 

defines tho word “criterion" to mean "a standard by which a correct 

Judgment can^be fomed, measure, test." Set forth below is a revision 
of para. 15-Id (c) with three alternate second sentences t 

■ ~ Cost la but one of several factors to be considered 

*5 ?*!L? ee ^ lat i oa ?? price op : Io; -negotiating settlements in the event 
of termination for the convensinee of the gove rnmen t. 

Alternate (1) ■» When considering cost data as a basis fbr 
22K&4i2£ <*« required by paragraphs 15-103 and Z^IUI* ) the cost ' ^ 
P 5? C S K ! or 8tandards contained in this section shall be used as '■ 
criteria for ths evaluation of cost data submitted by contractors. 


"sr/': 


Alternate (2) - When considering cost data as a basis for 
SlfSlffiyp t* s required by paragraphs 15-103 and fflOli) coyTp rinclPles 
IdcTstandards contained in this section Shall be used ra crttetoS^ 

^Sa^rsf 1 ^ 80 ^ ° f fl0ar ~ the of cost“SatI“suraKSd by 




Alternate (3) -When considering cost drt h jn I^Uatjt^h ^as 


required by paragraphs 15-103 end 15-lQl), the east principles and 
standards contained in this section shall be used as criteria to ctri.de 
the Commanding officer in the evaluation of cost ' t£ 

contractors* V 

TM a applies to pre-award negotiations, negotiations during or w w n 
completion of the contract, and negotiations in the event of termination 
»°L * l oon ^** ,i€ 5 c ® of the Oovernmento Accordingly, Part 2 and either 
Part 3, h, 5 or 6 (whichever is appropriate to the type of work called 
for by the contract) will be incorporated by reference in (1) tte clause 
of every contract entitled termination for the convenience of the 
Government, and (ii) in all price redeternrination and incentive clauses. 
Such inc orporat ion shall further provide that such parts will be used as 
tractor" f ° r the develo P n » nt suboiSBion of cost data by the oon- 

3« With respect to problem (B), Subcommittee drafted the fo llowing 
proposed provision establishing the proper tone for incorporation, 
recognising that th© placement of the provision in certain clauses 
wall necessitate a proper introduction and revised wording,. The danse 
agreed upon is as follows: ^ 

"Whenever cost data are required by this clause to be submitted 

the data 8ubBji ^ted shall be developed in accordance 
with the cost principles and standards set forth in Parts 2 and 

£J^ l °lF,. or "V"* S'"*- Pwcurmant R^SfhSby— 

incorporated herein by reference for this purpose 0 " 


H. H. OALLtJP 

Chairman, Subcommittee on 
Section XT, JSFR 



X October 1353 


HEMQRUIDUM FOlt CHfilHI'M, ASSTL CCIWIT3EB 
SUBJECTS Case $34Ji Revision of Section XV 


: 4 ^? x ^ pcpad • Section XV Subcosaaittee is engaged in evaluatix« tbs 
coEsaaats of the various echelons of the mJAtafcjr Department* vith resoeat to 
the drafts of Ports 1, 2 and 3 of Section Hr* to this evaluation, a ma^or 

substance has been raised requiring resplntioa. This Issue, toge ther 
vith a discussion thereof and the individual poritionsef the Su boo sa d ttie 
neaibars and participants, is set forth bales* 

.i * ■ 

. 2* Jegue "S hould Section!? provide for the indnoicn of the revised 
cost prln&piig in contract vith provision fedr redetsndnallon of the arise 
or an incentive clause on a mandatory or op tional basis ? - . ■ 

3* gwwioo • Paragraph l£»101(e), as circulated to the echelons ftr 

comment, provides for the mandatory inclusion oif a reference to Section XV in 
■J* price redetersdnation and incentive olauseso The sane provided 

that, whan Section XV was incorporated in such clauses, the fallowing would fas 
applicable: 

"Gost is but one of several factors to be eonsidared in the 
negotiation of prices «•••••••• to considering cost data as a basi s 

for negotiation, the cost principles and standards contained in this 
Section shall be used as criteria for the svatoatlanS^t Su 
submitted by contrac t ors* * « . *« 

It was contemplated by the Subcanmittee that an appropriate pro vision* Inoar* 

° a y ia, °? wuM be denized ft? laolnsKas 

in all price rsdetermLnation and incentive clauses* ' 

ho Subcommittee Positions -» 

I nclusi o n - Kessrs* R* M* See, 2* T. Oook, R* 12rlgfat. 
3X3^5« for mandatory inolnaiqn fbr the folloalag 


(1) Cost estimates submitted by contractors under prise so* 
determination or incentive clauses are no different toon cast , 
est i mat es admitted in original pricing dr c on tra ct teralaatloau 
i*e* soot formulae, guides, or criteria must exist to evaluate 
contractors* cost estimates* lbat is the iris purpose of the 
portion of paragraph 35-lOKo) as set forth In the above dlsous- 
sion* 

(2) To negotiate a redetazminatian type eontmuxt oririnaUar 
utilising Section XV, then redetandjaing on no agreed bade, 
then schaegnentay terninating on the basic of Section XV results 
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in nonoUDifomLigTc The primary purpose or Hie revised cost * 
principles *ias to have a uniform basis fbr like suteisaion aod 
evaluation of all cost es timates « 
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Lto Col* J„ Mo Railing concurs with the xnandatosy view but reserves 
•decision until the incorporation clause is developed* ►. ,r;"vt7 


po Optional inclusion - Col* R. V* Raster, Lt e Cd. H„ T. Criteh- 

S.ECL i\ c 


sob advocate optional inclusion because: 


(1) VSLth respect to pricing, this philosophy tends to an 
overemphasis on cost* in lieu of price® Price is the important 
factor®, Cost analysis, although a prime technique, is but one 
of many techniques or yardsticks available to a negotiator* It 
is considered that the mandatory feature of this draft will cause 
tsath Govermeat negotiators and. contractors to become preoccupied 
with costs to the detriment of sound pricing* 

(2) Hie mandatary feature of these provisions can result 
only in prolonged negotiations* In the absence of explicit ia*» 
a tractions as to what detailed infamatioa is to be furnished in 
cost estimates by prospective contractors (other tfrar that sicb 
information must confom to the principles ) 
will arise, and there will be a natural tendency on the part of 
negotiators to ask for more detail* Good vendor relations, faggb 
ever, dictate that Information be obtained from prospective 
contractors with a nAnisma of cisccsafitureo More important* 
there will b© demands from many c on tractors that specific item s 
of cost be spelled out in fixed price contracts subject to price 
redetenainatione Based on experience under Section XV as it 
applies to cost reimbursable contracts, it win take time to 
resolve many of the differences of opinion and interpretations 
that are bound to arise in this area® 

(3) More e mphas i s win be placed on audits than heretofore 

by buying personnel in the pricing field* OversBqphssis on audit 
is currently recognised as a difficult problem*, and procurement 
and audit personnel of the Air Force have been attempting to 
minimise this problem®, Heretofore, the negotiator had to bo 
prepared to defend a price* As a result, of this mandatory con™ 
cepi he will now have to 'defend in addition to the price the ■ 

elements of coat ccmnrising the price* $o nn-Mnfy 

■ this regard he .must naturally rely more and mare on 

. v, - • • ... 

>o It is requested that tbaASHl Committee expedite consideration of this 
issue since it affects certain portions of Farts 2 and 3 of the Section which 
this Subcocsrittse is about to review. 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 
Washington 25, D. C. 

Supply St Logistics 17; September 1953 

MEMORANDUM FOR THE CHAIRMAN, ASFR COMMITTEE' 

SUBJECT: Case 53-kk - Revision of Section XV - Contract Cost Principles 


I. PROBLEM: 

To amend the report of .the Patents Subcommittee on the subject 
material in memorandum dated 16 September 1953, in view of action by 
the ASPR Committee at its 15 September 1953 meeting, rejecting the 
Subcommittee's proposal for a paragraph 9-107*6 dealing with the prob- 
lem of allowance of costs for supfjort of contractors ' programs for both 
product research and improvement and for general research. 

II. RECOMMENDATION: 

Referring to Tab A to the memorandum dated 16 September 1953, 
delete proposed revision of paragraph l5-313.1l(c) and substitute the 
following : 

"(c) See paragraph 9-107 for instructions as to patent 
rights to be obtained when research or development work is 
called for or required in the performance of a contract or 
when allowances are made for costs for product research or 
inprovement . " 

III. DISCUSSION: 

1. While the Patents Subcommittee report commenting on subject 
case is dated 16 September 1953, it had actually been corpleted and 
processed for reproduction on lk September 1953. The report of 
16 September 1953 was predicated on acceptance by the ASPR Committee 
of the proposal for a new paragraph 9-107.6 contained in Tab A to the 
Subcommittee's report on Case 52-77 - Revision of paragraph 9-107 - 
Second Proposed Revision of Section IX, contained in memorandum for 
the Chairman, ASPR Committee, dated h September 1953. When the last 
mentioned report was considered by the ASPR Committee at its meeting 
of 15 September 1953, paragraph 9-107.6 was rejected. It is therefore 


( 


r • 


necessary for the Patents Subcommittee to revise its proposal for 
paragraph 15-313. 11(c) in its 16 September 1953 report to conform 
■with the action by the ASFR Committee. 



jfeorge W. Seevers (Navy) 

Hill. Capt. (Army) 

Frank D. O'Connell (Air Force) 

^ >*7 

larris, Chairman (OSD) 
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TAB B 

Sept. 1953 

• ' v y .t \ , • • • 

ASFR 'COMtftTTEE 
PATENTS SUBCOMMITTEE 

Case 53-hk 

Proposed Revision of Section XV - Contract Cost Principles 
Proposed Revision of Proposed Paragraph 15-313. 11 


15-313. 11 Research and Development . Research and development ex- 
penses are incurred either as a result of work required in performing 
the contract or for programs of general research or 

product improvement maintained by the contractor, which programs are 
separate from and independent of the work which the contractor does for 
his customers under contract, and must therefore be supported by the 
contractor from his profits or personal funds, or by grants, or by 
charging to his customers as indirect costs in their contracts. 

Product research or improvement is that effort which is directed 
toward the solution of specific problems encountered in the design or. 
production of a particular product which has or is anticipated to have 
military or commercial use. General research is all other research. 

In the event that product improvement is done under the name of general 
research or if there is confusion between or intermingling of general 
research and product improvement programs of a contractor, the total 
effort shall be regarded as product improvement. 

The costs of programs for product research or improvement or for 
general research are subdivided into costs of conducting and performing 
the work under such programs and costs of administering such programs. 
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(a) Work Bequired Under the Contract , Research and development 
expenses required or approved by the contracting officer in performing 
the contract are allowable as direct costs. 

(b) Costs of Programs . Costs of programs for product research or 
improvement or for general research are not allowable except as specified 
hereinbelow: . 

(i) The proper share of the indirect costs of administering pro- 
grams for either product research or improvement or for general 
research is allocable to all classes of work, including Department 
of Defense contracts. 

(ii) Costs of conducting and performing the work under product 
research or improvement programs are allowable in Department of 
Defense contracts for supplies or services but only, to the extent 
that the work done under such programs is applicable to said supplies 
or services. Such costs may be allocated to DOD contracts with the 
following limitations: 

(A) The costs are current, i. e., are incurred in the con- 
tractor's accounting period or periods during which the contract 
is performed. 

(B) The costs are incurred in accordance with the contractor's 
established practice. 

(C) The costs are not reimbursed to the contractor under 
separate contracts for research or development. 

Suah toots shall hot be allowed in nor allocated to Department of 
Dofonse contracts for product rosearoh and development . 


TAB B 
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(iii) The cost of conducting or performing work under general 
research programs is allocable to all classes of work, including 
Department of Defense contracts, and may be allowed with the follow* 
ing limitations: 

(A) The costs are current, i. e., are incurred in the Con- 
tractor's accounting period or periods during which the contract 
is performed. 

(B) The costs are reasonable in amount. 

(C) The costs are incurred in accordance with the Contractor's 
established practice. 

(D) The costs are not reimbursed to the contractor under sepa- 
rate contracts for general research. 

(E) The contractor's organization is not devoted primarily to 
research work, as distinct from manufacturing. 


TAB B 
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

I 

Washington 25, D. C. 


Supply & Logistics 

16 September 1953 

MEI-JCRANDUH FOR THE -CHAIRMuH, ASFR COMMITTEE 
SUBJECT: Case 53-WN - Revision of Section XV - Contract Cost Principles 



I. PROBLEM: - 

To comment on proposed revision of Part 3, Section XV, dated 

18 .August 1953. 

II. RECOMMENDATION : 

■ A. The Patents Subcommittee recommends as follows: 

1. In paragraph 15-013. 11(a) and (b), change the term '‘product 
research and development" wherever it occurs to — product research or 
improvement — . 

2. That paragraph 15-313. 11(c) be revised to read as shown in 
attached Tab A. 

3. That paragraph 15-313.12 be revised as shown in Tab A. 

B. The Patents Subcommittee attaches as Tab B, a re-write of para- 
graph 15-313. 11(a) and (b) which it believes states more definitely the 
intent of this paragraph and which will avoid misinterpretation and mis- 
application of the paragraph. 

III. DISCUSSION: 

1, Reason for Recommendation 1 is that the term "product improve- 
ment" is believed to be in current usage to a much greater extent than 
"product development" for describing the situation to which the defini- 
tion refers. 

2. Revision of Paragraph l5-313.1l(c) is recommended for the 
following reasons: 

a. Cost allowances should not be dependent upon whether patent 
rights are obtained; rather, patent rights should be obtained whenever 
amounts for costs are allowed in sufficient quantity or proportion to 
justify an equitable division of patent rights developed with Govern- 
ment funds. 
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b. Patent rights should preferably be expressed in terms of 

a license to make or have made rather a waiver of royalties. The term 
"waiver of royalties” is generally thought of as applying to the follow- 
ing situations: (l) where the Government is purchasing from a licensee- 

manufacturer who pays royalties to. the licensor patent owner, or (2) where 
the Government is itself a licensee under a royalty-bearing license. It 
is not customary, nor is it accounting policy, ever to allow patent 
royalties to the patent owner who is also making and selling the item 
covered by the patent. 

c. The subject matter of subparagraph (c) is of substantive 
nature dealing with patent rights, and therefore should be in Section IX. 

3. Change marked "W" in 15-313. 12(b) is urged for the following 

reasons : 


a. The statement that •'Royalty costs may not be bona fide 
under the following circumstances " tends to imply that they are not 
bona fide in such situations, especially in view of the terminology 
used in describing the situations. It is .believed that there should 

be no implication of a connection between bad faith and the circumstance, 
but rather a suggestion that the situation is one in which bad faith is 
more likely to occur. 

b. There- is no requirement in the language of the 18 August 
1953 draft that the situation be reviewed or examined. 

U. Change marked ’X" presents third and fourth situations which 
arc self-explanatory. 

5. The recommendation for deletions from paragraph 15-313. 12(b) 
of the matter designated as Change "Y” is for the reason that this pro- 
vision with respect to reasonableness of the royalties in a bona fide 
agreement is basically unfair to the contractor. Notwithstanding the 
fact that the royalties are payable to the persons named in subpara- 
graphs (b) (i) and (ii), the obligation to pay the royalties is a con- 
tractual one entered into by and between competent contracting parties. 
Therefore, while the Government because of its control of the situation 
might disallow the payment of the royalties to the contractor, a,s a cost 
in a cost-typo contract or as an element of price in a negotiated fixed- 
price contract, the bontractor must, nevertheless pay the royalties. Dis- 
allowance by the Government of the royalties provides no relief to the 
contractor against his obligation to the licensor. He must therefore 
pay the royalties out of his profits or out of hio separate funds. The 
Patents Subcommittee docs not believe it is fair to ask the contractor 
to do this. There is no objection to the disallowance of the royalties 
if they arc not bona fide, or if they arc obviously unreasonable, on 
the ground that Here the contractor is only being penalized for his 
own incompetence or attempted sham. 


2 * 


TAB A 


16 Sept. 1953 

AS HI COMMITTEE 
PATENTS SUBCOMMITTEE 

Case. 53 -Ui 

Proposed Revision of Section XV - Contract Cost Principles 
Proposed Revision of Proposed Paragraphs 15-313. 11(c) and 15-313.12 

(COMPOSITE DRAFT) 


15-313.11 


(c)^At the option of the procuring agency, cost allowances fp 
research and developnent^work may be made contingent^j^olf^^ contractor} 
agreeing to waive any royalty ,gh^ges,upder r “all patents previously 
obtained or which may be ob^ainS^inthe flitT^e^from such work, to the 
extent such royal tfes are applicable to defense worlfj- either d irectly 
j?r -Indirectly. 


(c) See paragraph 9-107 for instructions and an appropriate con- 
tract clause securing to the Government patent rights when there is 
allowed a cost, either direct or indirect, for product research or 
improvement or for general research. 


15-313.12 Patents and Royalties . 

(a) Amortization of the cost of purchased patents owned by a 
contractor applicable to products or processes covered by a contract 
is an allowable element of cost to the extent reasonably allocable to 
the contract. Research and development costs leading to patents are 
treated in paragraph 15-313.11. 


TAB A 




6. There is also the objection to the matter proposed to be 
deleted in Change "Y" that the test as to the amount of the royalty 
charge which is to be allowed appears impossible of application. How 
would the amount which would be allowed to the contractor under the 
provisions of 15-313. 11 if the patent were owned by him be determined? 
Paragraph 15-313.11 is related to costs of research or development work. 
What arc the costs to this contractor of research or development work 
which he did not do and which he might not be equipped to do? Over 
what period of time arc such costs to be considered? It should also 
be pointed out that there is no correlation between the costs of research 
and development work and the value of the patent produced under such 
work. 


7. It is believed that change marked "Z" in paragraph 15-313. 12(c) 
is more completely descriptive and more informative of the situations in 
which, or methods by which, the Government may have acquired patent rights 
than a more reference to Section IX. Also Section IX docs not begin to 
cover the situation. 


PATENTS SUBCOMMITTEE 

(/ ' JP 

George W. Scevcrs (Navy) 

A. Hill, Capt. (Army) 
Frank D. O’Connell (Air Force) 
Ray'ii. Harris, Chairman (OSD) 


Attachments - 2 

1. Tab A - Prop. Revs. 

2. Tab B - Prop. Revs. 
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■(b) Royalty costs are allowable if bona fide and reasonable. 

Special care should be exercised in determining reasonableness of 
royalties in cases in which amounts were arrived at as a result of 

W less than arm's length bargaining. Royalty costs may net be bena fide 
under should be reviewed for bona fides or reasonableness in the follow- 
ing eiFeumstanees situations : 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor. 

(ii) Royalties are paid to unaf filiated persons, including 

corporations, upon patents formerly owned by the contractor when 

the costs of such patents or the research and development ...work 

thereon were substantially recovered through charges against the 

costs of defense business. *7 

* 

X (iii) Royalties are paid to unaffiliated persons, including 

corporations, under an agreement entered into in contemplatibn 
t hat a Government contract would be awarded . 

(iv) Roy alties are paid under an agreement entered into after 
tbc award of the contract without the approval of the contracting 
officer. 

Y In either ease fi) er (-ii) royalties will be limited te sash ehapges 
as might be determined If the patent were owned by the eentpadtep in 
aeeeFdanee with the previsions ef this para graph and paragraph 1$-313»11 
relative te researeh and development. 

(c) Care should be exercised in preventing charges for the use of 
patents when the Government, in fact, already has rights to such patents. 


TAB & 


2 
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Z |S»e Seetien IXj- ASPR) The Government may have obtained a royalty free 
jA c _ en se or title to patents as a result of contract clauses such as 
contained in paragraphs 9-107 or 9-112 /~ 9-112 is renumbered 9-108 in 
the Second Proposed Revision of Section IX 7 as a result of settlement 
of claims, as a result of the employees right in employees 1 in ventions 
prov ided under B. 0. 10096, as a result of a royalty adjustment settl e- 
ment, or as a result of separate purchase or gift. 


TAB k 
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OFFICE OF THE Si£RETARX OF DEFENSE 
Washington 25, D. C. 

2U July 1953 

MEhdRANDUM FOR THE CHAIRMAN, ASPR CeliKTTTEE 
SUBJECT* Proposed Revision of Section X? 




la This Subcommittee is presently considering the basic 
concepts of Part 3 of subject Revision© 

2« In reviewing paragraph 15-313*15 entitled Taxes, this 
Subcommittee took the position that questions concerning what 
taxes should be included in contract estimates and rei:nbur 38 “* 
menta are primarily technical questions of policy and law which 
do not fall within the departmental responsibilities of the “ufc- 
committee members © 

3o In view of the above, it is unanimously recommended 
that paragraph 15-313 «1$ be referred to the Tax Subcommittee for 
accelerated consideration of the basic concepts which should be 
included in the proposal for coordination purposes© 


H© Ho GALLUP 
Chairman 

Section X7 Subcommittee 



24 July 1953 
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PRO POSED REVISION 


OF 


SECTION XF 

CONTRACT COST PRINCIP TflS AND STANDARDS 

15-000 Scope of Section . This section sets forth. In general, principles and 
standards for (i) the determination of costs under contracts with a Department, 
and subcontracts thereunder, vfaich provide for the determination of the histor- 
ical (actual) cost of performance thereof and (ii) the preparation of estimates 
of cost used in tte negotiation or administration of contracts with a Department, 
and of subcontracts thereunder subject to the review or approval of a Department. 


15-001 
and after 

date of its issuance. 


Effective Date of Section . This Section shall be complied with on 
, 1953, although compliance is authorised from the 


PART I - INTRODUCTION 


15-100 of Part . This part sets forth instructions concerning the 

use of the contract cost principles and standards. 

15.IOI Applicability ., The cost principles and standards set forth in 
Part 2 of this section, as implemented by Part 3, Part 4, Pert 5, or Part 6 
of this section (whichever implementing part is applicable) shall be followed 
in the preparation of all cost data used in the negotiation and administration 
of contracts with a Department and of subcontracts thereunder which are subject 
to the approval or review of a Department. In addition, and subject to the 
requirements of paragraph 15-104, these cost principles and standards shall be 
followed in determining cost under any contract with a Department, and any 
subcontract thereunder, vfaich provides for the determination of the historical 
(actual) cost of performance thereof. Except as otherwise specifically provided, 
the same cost principles and standards of this section apply to the preparation 
of cost estimates as to the determination of historical (actual) costs. Nothing 
contained in this section shall be construed (i) as prohibiting the absorption 
by the Contractor of all or any portion of any element of cost or (ii) as re- 
quiring the allowance in the negotiation of contract prices all historical 
costs determined thereunder. 


quiring i 
(actual) 


15-1 0 2 Use of Cost Es^ mates . In general, cost estimates shall be used 
in negotiating contracts, and modifications thereto affecting the contract 
consideration, unless other adequate valid pricing criteria exist. Though not 
necessarily adequate in any given situation, examples of such valid pricing 
criteria are s 



ME1I0RAHDUM FOR THE. CHAIRMAN, ASPR COIflUTTEE ' 

SUBJECTS Revision of Section XV - Case 53-bb . 

• • * *’ , s ‘ ‘ ■ • ' • • , • ' 

1* In accordance with item 19 of the minutes Of. the ASPR Committee 
meeting of 9 June 1953, this Subcommittee proceeded on an accelerated 
basis to consider Parts 1 and 2 of the Deputy Comptrollers proposal* 

2* The Subcommittee * s initial consideration of Parts 1 arid 2 has 
been completed and attached is a Second Draft of these Parts* Agreement 
.was reached with representatives of the Accounting Policy Division {OSD) 
except for the below listed additional changes which are unanimously 
recommended by the Subcommittee: 

* #; 

a* Delete paragraph 15-102* The explanatory material in ‘ . 
this paragraph is more appropriate for inclusion in a 
preface, news release or some other media of publication* 

It 'is recognc^ed ..that this paragraph may have some value 
for industrial coordination and if left in for this purpose, 
should b e dele ted /prior to publication* 

I.lrr -:- ^ 

b* Retiae paragraph’ 15-105 • Revised paragraph should define 
which paragraphs' of Parts I and II (in addition to 
subsequent parts’) are appropriate for inclusion in 
contracts as “cost principles and standards," As an 
initial consideration, it would appear that all of 
Part I and paragraphs 203, 20h$ 205, 207, 208, 209, 212 
and 213*1 are not appropriate for inclusion in specific 
contracts* This recommendation can be best accomplished 
by segregating into different Parts the paragraph to be 
incorporated in the contract and those of an administrative 
and informative nature* 

o* Delete paragraphs 15-202 (c) and 15-208* These references 
to the Internal Revenue Code should be eliminated since 
(1) the code was not designed for the determination of 
costs under contracts, (ii) the code' is subject to 
constant change by laws, regulations, and court decisions, 
and (iii) dlitary contract nogatiatiofi sad administration 
personnel are not trained in the intricacies of the 
Internal Revenue Code* 
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d« The last sentence of 15-203*3 and die second and 
third sentences ofl5»20li concern selection of 
contract type and 'belong more appropriately in 
ASPE Section III* However* pending Coverage of 
' these subjects in Section HI* there appears to be 

some justification for their inclusion here* 

e*’ Delete paragraph 35*207 * This paragraph relates to 
profit policies and the ASPR Committee has appointed 
a Subcommittee to undertake the formulation of policies 
in this area* This paragraph has been r evised for the 
benefit of that Subcommittee and it is, recommended for 
referral thereto* Up oh the adoption of a DOD policy* 
cross-reference thereto in this Section is recommended* 

4 . ...... 

3* The Subcommittee did hot consider that its assignment included 
v coordination responsibility xith other elements of die military departments* 
Attention is invited to the fact that the adoption of this Section would 
require the simultaneous adoption of a change in Section VIII* It is 
also recognized that editing is essential prior to publication# 

U* Consideration of Part 3 of the proposal is being continued on 
a three meeting* a week schedule and a final report will be submitted 
when the project is completed* 


, Lt* Col* J « M. Rsl ling 
R* M. Kee 
* E* T. Cook 

A. C. Sawallisch 

Lt. Col# H, T. Critchlofc 

A* B* Thomas 

Howard Wright 

Harry Maerker. 

H« H. Gallup 
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TO: MR. 


IJnrylQ^' 


6-. Ca^lcPa 

[ELD— / 


Subject: ASPR Case 53-44, Revision of Section XV 
Contract Cost Principles 


In connection with ASBCA case No. 16445, Appeal of Control 
Data Corporation, I would like copies of the following documents 
(in Case 53-44 file). 

(a) Subcommittee Memorandum to the ASPR Committee 

dated November 1, 1955 including attached draft. * 

(b) Editing Subcommittee Report of March 9, 1956 
including attached draft. , 

(c) American Institute of Accountants letter to Honorable 
Thomas P. Pike, dated 30 June 1955 including attached 
memo of Mr. M. E. Peloubet. 

(d) Excerpt from Committee^neefcing of 14 August 1957 
which records the Committee closing of ASPR case 53-44. 

At your preference the copies can be submitted to me or to the 
ASBCA (Case No. 16445). 


5 ^ CPIS 

/fj r ^ Q ^ — - (S%-~ 
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V. 





During the discussion of Revised Section IV, the" question was 



raised as to the effect of the now revenue legislation on depreciation 
costing. There follows a staff proposal on the subject. 




15-602 Depreciation. 

15-602.1 Effective Date and Applicability. This cost interpretation 
pertains to paragraph 15-20l,(d) and applies to payments made for 
depreciation incurred nnder ell existing and future contracts in which 
the contractor’s taxable year ends after 31 December 1953. 

15-602.2 Interpretation. A W of the depreciation methods set forth 
in and as limited by S ecti on 167 of the Internal Revenue Code of 19Sh 
shall be recognized for contract cost purposes; provided, that depreci- 
ation is recorded on that basis in the contractor's books of account. 
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Second Draft 

. 1 July 1953 


CONTRACT COST PRINCIPLES AND STANDARDS 


15-000 Scope of Section . This section sets forth, in general, 
principles and standards to be applied uniformly (except as expressly 
qualified) in the determination of. historical costs, the preparation 
and presentation of cost estimates by contractors, and the review, from 
a cost standpoint, of contractors' pricing proposals of those prime 
contracts and subcontracts which are subject to negotiation, approval 
or review within the Department of Defense as indicated in 15-103 and 
15-I0iu 

15-001 Effective Date of Section . This section shall be complied 
with on and after , 1953 ] although compliance is authorized 

from the date of its issuance. 


PART 1 - APPLICABILITY AND PURPOSE 

15-101 Applicability . These cost principles and standards arc 
applicable wherever cost data are to be considered in the negotiation 
and administration of contracts. In connection with cost- type contracts, 
estimates of cost will be developed and evaluated and cost reimburse- 
ments to the contractor will, be determined through the application of 
these cost principles and standards. Where price is to be negotiated, 
cost is but one of several factors to be considered in such negotiation. 
However, where cost data. are used in negotiation, as required by this 
Section, such cost data will be developed and evaluated in accordance 
with the principles and standards contained herein. 

15-102 Reasons for Issuance of This Statement . Defense procuiement 
is a matter of "great public interest, it is important that it be con- 
ducted on a plane that assures the Congress and the taxpaying public 
that defense materiel is being obtained at fair and reasonable prices 
without waste and extravagance. It is also important to. assure defense 
manufacturers (especially competitors) , of fair and equitable treatment, 
without discrimination, in contract pricing. A vast amount of defense 
materiel is obtained, especially in periods of emergency, under con- 
ditions where prices cannot be established simply by competitive bidding. 



The nature of the inherent risks in defense production, especially in 
the time-length of contract performance, and the frequent absence of 
complete product specifications, result in the use of various forms of 
contracts in which prices are determined to a greater-or-lesser degree 
by the use of cost data — both estimated and actual. The gathering, 
^^lysis, and use of cost data are complex problems, both for contractors 
and Government negotiators, as well as industrial and Government account- 
ants and auditors who are more skilled in such matters. Cost problems 
are serious and diverse, both with respect to more basic business prac- 
tices and to application of appropriate accounting principles. An 
adequate statement of cost principles and standards is necessary in 
order to avoid misunderstanding as well as confusion, delay, and ex- 
pense in contract negotiation and administration, including auditing 
and settlement of contracts. Every defense contractor, therefore, 
should recognize the necessity of the adoption of these principles 
and standards in the common good — not merely for cost-reimbursement- 
type contracts, but also for other special types of contracts the use 
of which has greatly increased. 

15-103 Use of Cost Estimates . The proper use of cost estimates 
requires the exercise of judgment and discrimination. It is impractical 
to lay down hard and fast rules which would be completely comprehensive 
in this area. In general, cost estimates shall be obtained from con- 
tractors in all cases except where other valid and adequate pricing 
criteria exist or the estimates would not materially assist the Con- 
tracting Officer in negotiating prices. 

(a) Examples of valid, out not necessarily adequate in a particu- 
lar case, pricing criteria to be considered for the purpose of deter- 
mining whether cost estimates will be of material assistance include, 
but are not limited to, the following: 

(1) Competitive price proposals. 

(2) Published market prices. 

(3) Catalog prices, including discounts. 

(h) Previous procurement experience on the same or similar 
items, with computed adjustments of the prices paid 
where appropriate to make allowance for changes in 
specification or quantities, or changes in labor, 
material and other cost indices. 

(b) Examples of situations where cost estimates are ordinarily 
required are as follows: 

(1) Under outright fixed -price contracts when there is an 
absence of competition, prior experience or other valid 
pricing criteria. 

(2) Under fixed-price contracts containing price-redeter- 
mination provisions: 

a. Negotiation of tentative initial prices. 
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b« Negotiation of firm prices on a forward basis, 
c. In combination with historical costs to arrive at 
firm prices foi^ retroactive and prospective 
application. Wh 

(3) Under incentive- type contracts: 

a. Negotiation of tentative target costs when firm tar- 
gets cannot be initially determined. 

b. Negotiation, of firm target prices and target costs, 
including those cases where the targets are set 
during the course of the contract. 

(U) Under cost-reimbursement-type contracts: 

a. Initial estimates as a basis for establishing fixed 
fees. 

b. Negotiation of fixed overhead rates. 

(5) Under all the above types of contracts for negotiation of: 

a. Contract price: ceilings . 

b. Contract changes affecting the contract consideration. 

15-I0h Use of Historical. (Actual) Cost . Historical (actual) cost 
shall be used for the following purposes: 

(a) Under cost-reimbursement- type contracts: 

(1) Determination of allowable cost. 

(2) In combination with cost estimate to negotiate fixed 
overhead rates (where the contract provides for use of 
such rates) 

(b) Under fixed-price contract^ with retroactive price-retermina- 
tion; negotiation of retroactive fixed-prices. 

(c) Under incentive-type contracts: determination of final prices 

. . after contract couple tion. 

(d) Under contract; terminated for the convenience of the Govern- 
ment: as required by Section VIII hereof. 

In addition to the above listing of purposes for which use of historical 
cost is mandatory, such cost data may be useful in other circumstances 
and should be applied where appropriate. 
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, 15-105 Contra ct Provisions . The principles and standards contained 
m this section shall be included directly or by reference in every cost- 
type contract to provide the basis for reimbursement to the contractor 
of costs incurred. Where a fixed -price-type contract requires or may 
involve future determinations of historical costs or the preparation of 
estimates of prospective costs (as. specified in paragraphs 15-103 and 
15-lOh) for purposes of negotiating contract prices, these principles 
and standards must be incorporated directly or by reference in the con- 
tract in order that no misunderstanding exist between the contracting 
partjftas to the basis for a preparation and evaluation of cost data — 
estimated and historical.. Inclusion of such- contractual provisions 
in fixed-price -type contracts is solely for the purpose of preparation 
and evaluation of cost data which are not to be construed as rigid 
measures of a, .price to be negotiated. These principles and standards 
shall be thus made a part of every contract and subcontract whose costs 
are subject to the evaluation or review by the Department of Defense, 
or any of its subdivisions, executed as of a date on or after 

> ^-953. Any such contract or subcontract may treat any element 
oj. cost thereunder more specifically than provided by this statement of 
principles and standards so long. as there is no inconsistency therein. 

15-106 Impleme ntation by the Military Departments . This statement 
of contract cost principles and standards shall be followed in procure- 
ment operations within the Department of Defense without modification 
or expansion in any way .except as to. instructions on administrative 
procedures or as provided in the last sentence of the preceding para- 
grapn. Any expansion of or change in this section, deemed to be 
desirable, will be referred to the 1 Office of the Secretary of Defense 
for consideration. Any interpretations of these principles and stand- 
ards made in the course of negotiation or administration of contracts 
shall be on a case -by-case basis in the light of the specific facts 
thereof — no system of written interpretations to be generally followed 
will be permitted. Administration of these problems is a matter for 
practical business judgment rather than rigid adherence to established 
precedents. 

15-107 Deviations . The authority to deviate, as provided in para- 
graph l-10u of this Regulation, is further restricted in respect to this 
Section 15, to permit such deviations only on a specific contract basis. 







PART 2 - GENERAL PRINCIPLES AND > STANDARDS 
TOR DETERiUNATIGN OF DOSTS "" 


15-201 CoTrmosition of Total Cost . The c o mposition - of cost of work 
performed -or to be performed under a contract or subcontract to which these 
principles are applicable is the net sum of (a) the allowable direct costs 
reasonably incident to the performance of the contract or subcontract, 

(b) the properly allocable portion of allowable indirect costs, and (c) 
loss applicable income and other credits. According to the circumstances 
involved, these costs may be stated either in terms of the aggregate for 
an entire contract or in terms of individual units of products or services 
covered by the contract with equal application of these principles and 
standards, ■ 

15-202 Factors Determining Allowability of Costs , Factors to be con- 
sidered in determining the allowability of costs include (a) conformity 
with the meaning of total cost outlined in paragraph 15-201: (b) reason- 
ableness in the amounts of particular elements of costs j (c) allowability 
of the costs as deductions in determining taxable income under Idle Internal 
Revenue Code; (d). application of generally accepted accounting principles 
and practices; (e) avoidance of duplication of allowances for -the same 
price coraoonent in both cost and profit; (f ) exclusions of specific ele- 
ments of costs as a matter of public or business policy, as set forth in 
this section; and (g) exercise of good business judgment in incurrence 
of the cost. 

15-203 Actual and Estimated Costs . Costs used in negotiating con- 
tracts, or in making settlements thereunder, may be either of a historical 
nature (actual costs) or-may- be estimates of future costs, in whole or in 
part, whichever is appropriate for the specific type of contract pricing 
as indicated in paragraphs 15-103 and 15-10lu 

15-203,1 Applicability of Cost Principles to Determination of Cost 
Estimates as Well as Actual Costs ,' In general, the same cost principles 
apply to making cost estimates as to determination of actual costs. 
Therefore, this section will consider the cost principles set forth 
herein as applicable interchangeably to either cost estimates or actual 
costs, except as may be indicated specifically to the contrary. 

15-203,2 Use of Standard Costs in Cost Estimates . VJherever future 
cost estimates are' required, the use, where economically feasible, of 
modern standard cost methods should be encouraged, because they provide 
an excellent means of cost estimating and cost analysis, as well as enable 
more effective control of actual costs during contract performance. Such 
methods provide for pricing material costs on the basis of bills of 
materials, labor costs on the basis of studies of time requirements, and 
overhead costs on the basis of budgeted expenses for the expected volume 
and types of production, with reasonable allowances for cost variances 
indicated by experience to be expected for defective work and failure to 
achieve full efficiency. Such methods generally provide the assurance 
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of accuracy of cost estimates, as well as the means of apre effective 
cost control, when variances of actual costs from- standards are measured 
frequently and recorded in the formal accounts. 

15-203.3 Use of Standard Costs in Determining Actual Costs . Wherever 
contract price negotiations or settlements depend -upon actual costs, and 
contractors have satisfactory standard eost systems, standard costs of 
products, or parts thereof, with appropriate adjustments for variances 
from actual costs, may be considered to represent actual costs, provided 
such costs reasonably reflect the application of the principles and stand- 
ards set forth in this section. Normally, where adequate standard costs 
are available for complete end-products, fixed-price contracts should be 
used. 


15-203. U Use of Job-Order or Process Cost-Accounting Method . The 
use of either the job-order or process cost-accounting method in deter- 
mining historical costs of contract performance -is acceptable. In any 
pricing negotiations which require consideration of work in process at 
an intermediate point in the period of contract performance, special 
care must be exercised in order to segregate any part of the work in 
process costs which is not applicable to the completed portion to the 
cut-off point. 

15-203 . 5 Use of Historical Costs for Purposes of Cost Estimating . 
Regardless of the method used (standard, job-order or process. , unmodified 
historical cost data, when used in the preparation of cost estimates, may 
not provide a satisfactory standard of future performance; in this event 
their use would be undesirable. Where no more satisfactory cost data 
are available, historical costs may he used, in the preparation of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new conditions, if any, which may be applicable to future production. 

15-20U Basis of Application of Principles and Standards to Pricing 
of Standard Commercial Products . Standard commercial products are those 
which are normally manufactured and sol'd in large volume to customers who 
are neither prime contractors nor subcontractors for defense work, not- 
withstanding the fact that substantial quantities may be sold to defense 
contractors or the Government with relatively little or no change in 
specifications. In general, it will be expected that standard commercial 
products will be purchased under fixed-price contracts, and that prices 
will be established without primary reference to the respective contractor's 
costs . The use of escalation clauses. ..generally should "take care of major 
contingencies which should hot be added to estimated costs in contract 
pricing of such products. However, in those instances where cost 
analyses for standard commercial products are required in firm price 
negotiations under fixed-price contracts, these principles and standards 
will be applicable to the, extent appropriate. Care must be used in such 
cases in order not ti inpose impractical requirements on contractors for 
cost estimates — to meet which requirements might result in work entirely 
disproportionate to the amounts involved. Cost analyses in such cases 
may sometimes be based upon other data than current cost estimates — — 
for example, when a manufacturer has no cost data for a specific standard 
commercial product, he may have available for analysis, historical sales. 
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costs and profit data on a group of products, including the specific one 
subject to price negotiation. 

15-205 Application of Generally Accepted Accounting Principles . It 
is to be understood that generally accepted accounting principles with 
respect to product or contract costs are nowhere codified or reduced to 
rigid formulae. Such principles permit tHe use of alternative practices 
or conventions,’ particularly in different types of business activities; 
yet in the main there are generally accepted limits in principle regard- 
ing accounting practices, the violation of .which would not be condoned by 
the accounting profession. To the extent there is a twilight zone between 
accepted and non-accepted practices, it is desirable that definite under- 
standings be reached between the contracting parties. This section covers 
a number of subjects of this nature, so far as they can be covered for 
general application. Yet inevitably there will be many occasions Where 
specific contractual provisions or supplementary interpretations of the 
contract terms in the application of cost principles will be needed. 

(See paragraphs 15-105 and 15-106.) 

15-206 Contractor's Accounting System . Subject to the observance of 
the cost principles set forth in this section, any system of accounts and 
any method of cost accounting or estimating will be acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if they produce equitable results under the. particular circumstances. 

15-207 Relation of Contract Costs and Profits . The use of actual or 
estimated costs in procurement pricing is only one phase of establishing 
the total price or monetary consideration under a contract. The determina- 
tion of reasonable profit is another important phase. These two phases of 
pricing are mutually dependent to the extent that certain factors may be 
considered in determining either costs or profit (or fee). Ha j or ‘factors 
to be considered in. this respect include prolonged delivery schedules, 
unstable market conditions for material or labbr, or uncertainty as to 
cost of performance. Depending upon the type of. contract, either the 
contractor or the; Government may assume such risks. Where the Government 
assumes all the risk of cost increases or additional unknowh costs, or a 
substantial share thereof (as it generally does when these risks are great) 
through the use of cost-reimbursement-type contracts, escalation or’ price- 
redetermination clauses, or incentive-type contracts, the profit allowance 
for contingencies should be reduced to the extent appropriate. In nego- 
tiation of prices under outright fixed-price contracts, risks of loss pr 
other cost increases, other than those reasohably certain and determinable, 
should be recognized in profit margins rather than in allowances for con- 
tingent increases in cost. However, no' hard and fast line may be drawn here, 
but it is important that such allowances not be duplicated. For example, a 
contractor's, cost estimates may properly include reasonable estimates of cost 
applicable to normally experienced defective work in manufacturing processes. 
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Where reasonably certain and determinable contingencies are recognized in 
cost estimates, such contingencies should not be considered as elements 
of risk in determining the allowable profit. There are other factors 
having a similar bearing on cost and profit determination; for example, 
in contracting for construction under cost-reimbursement-type contracts, 
it is customary practice to exclude general, administrative and financial 
expenses from costs, but to allow, instead for these factors as a part of 
the fixed fee* 

15-208 Relation of Contract Cost Principles to Federal Income Taxa- 
tion . In general, all business costs allowable as deductions for the pur- 
pose of determining taxable income under the Internal Revenue Code should 
be allocated (assigned) to the extent appropriate, to the cost of perform- - 
ance of specific- contracts, except as otherwise set forth in this state- 
ment of principles and standards. 

15-209 Special Prov isions Relating to Cost Determinations, Including 
Limitations . Because of the need for standards of reasonableness in de- 
termining either estimated or actual costs of performance of specific con- 
tracts, including the application of 'business and public policies, a con- 
siderable portion of this Section, namely Part 3, is devoted to standards 
of allowability of specific elements of costs under supply and research 
contracts with commercial organizations* Moreover, because of unusual 
accounting practices or problems involved in determining costs under fa- 
cilities contracts, construction contracts and research and development 
contracts with non-profit institutions. Parts U, 5# and 6 respectively, 
are devoted thereto. 

15-210 Direct vs. Indirect Costs . Every acceptable method of cost 
accounting or estimating embodies the principle of direct costing of 
certain materials and subcontract work. Direct costing of productive 
labor is general practice. Other expenses may be costed directly some- 
times, but generally many of them are allocated to products, job orders, 
or contracts, etc, on an arithmetical basis in ratio to appropriate mea- 
sures of performance — for this reason, such allocated expenses are 
termed "indirect costs." 

15-211 Principle of Direct Costing . Every major item of cost (ac- 
tual or estimated) should be identified with the unit being costed, whether 
it be the product, a job order, or a contract, when such items of cost do 
not, in fact, have substantially proportionate applicability to more than 
one class of work. This principle may often he applicable to such ele- 
ments of expense (when of major consequence), as travel, commissions, ad- 
vertising, engineering services, etc., as well as the normal items of ma- 
terials and productive labor. This, principle should be applied equally 
to the costing of both defense and nondefense products or services by ary 
contractor who is engaged in mixed production. There are no absolute rules 
by which to determine which items or elements of cost should be direct 
costed. In applying the principle, any contractor must follow a consistent 
pattern of costing if the results are to be equitable. In some instances, 
this principle may be applied by direct costing only the major items of a 
given cost element to all products, leaving minor items, if appropriate, 
subject to indirect cost allocations. 
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15-212 Indirect Costs . Indirect costs, which have the character of 
common or joint costs, usually consist of. indirect materials, indirect 
lobor, and other items. These costs generally are grouped in classes, as 
follows : 

(a) Manufacturing (shop, laboratory) expenses (often termed "manu- 
facturing overhead", or "burden" ), which 'are incurred in fab- 
ricating the article or service rendered; 

(b) Engineering expenses to extent not included in (a) or (c)j 

(c) Selling and distribution expenses, incurred in marketing the 
products manufactured; 

(d) General and administrative expenses incurred in the overall 
management, supervision, and conduct of the business; 

(e) Financial and other expenses. 

15-213 Methods of Allocation of Indirect Costs . No general rules 
regarding allocation of indirect costs to products, job orders, or con- 
tracts can be stated for all individual cases, because the nature of the 
particular operations and the actual conditions in each instance determine 
the most suitable method or methods to be employed. Any method of alio- 
cation of indirect costs will be acceptable if it is in accord with gen- 
erally accepted accounting principles and practices and if it produces 
equitable results under the particular circumstances. The -best ' general 

yfrjnt- fltaybtt g^ 3 pz±rmi~ *t ontetgrmiRe n n ''ppr?rri r >+ g ‘ method f i nd 

t he ^si,rr tn . t.bo r)nnntirm . — B oos the method result in an - allocation o f 
t he indirect cub Lb to the p ruduclb," Job orders - ; - 01 centraotc, m o st equit - 
ab l y in lulatluir bu the maclUurerar other wor k b e ing performed on each? 

15-213.1 Use of Predetermined Rates for Indirect Expenses (Over- 
head Costs). 



(a) Indirect expenses must always be predicted for purposes of cost 
estimates. This involves determination by the contractor of expense rates 
in accordance with whatever method or methods of expense allocation are 
followed. In accordance with the aim of encouraging the use of standard 
costs (paragraph 15-203.2), contractors should be encouraged to use ac- 
cepted standard cost methods of budgeting based upon distinguishing be- 
tween fixed and variable expenses and upon estimating variable expenses 
by cost centers in proportion to anticipated levels of production or work 
loads; such budgets provide the best means for estimating expense rates. 
Historical indirect expenses, or expense rates, should not be used indis- 
criminately as the equivalent of budgeted rates for this .purpose without 
adjustment for nonrecurring expenses and adjustment of the portion of the 
rates representing fixed expenses When substantial changes in production 
or work loads are expected* 
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(b) The use of a fixed indirect expense rate negotiated prior to 
the expiration of a significant portion of the period to which such rate 
applies in lieu of the determination of historical indirect expense is 
acceptable where mutually agreeable to the contracting parties provided 
there is reasonable assurance that the results would be equitable when 
compared with actual rates. Consideration of cost elements in negotiating 
such rates must be consistent with the provisions of this Section concern- 
ing cost allowability and allocability* When predetermined expense rates 
are used the contract should specifically state the types of items which 
are to be treated as direct costs. The contractor must exclude from di- 
rect costs any cost element included in predetermined expense rates in 
order to avoid duplicate charges. 
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PROPOSED REVISION OF 
ASPR SECTION XV 
CONTRACT COST PRINCIPLES 


The following letter and enclosure has been transmitted 
for comments to ten industrial associations representing 
a cross-section of Defense contractors. 


The Department of Defense has had under development for some time 
through the Armed Services Procurement Regulation Committee, certain re- 
visions to Section XV of the Regulation applicable to cost- reimbursement 
type contracts. Drafts of the proposed revision to Part 2 thereof are 
enclosed for your consideration and comments. Part 1 will contain only 
introductory rather than substantive material. 

In the development of this draft serious effort has been made to 
amplify the treatment of certain items of cost in the present Section XV, 
to minimize the need for departmental implementation, and to include more 
equitable coverage of additional items of cost incurred by contractors. 

In this revision each item of cost contains a definition, a statement as 
to the extent of allowability, unallowability, and whether specific pro- 
visions must be made in the contract to make the item allowable. 

We feel that this proposal has liberalized the treatment accorded 
certain controversial elements of cost and, in addition, has gone far in 
defining, delineating, and clarifying cost determinations under the Sec- 
tion in order to promote uniformity and minimize variations in its appli- 
cation. With respect to its application, or mi s-appli cation frequently 
complained of by industry, the recent issuance of Department of Defense 
Instruction No. -Ll05.il specifically cancels an earlier Munitions Board 
Instruction permitting use of these Cost Principles as a "working guide" 
by Contracting Officers in the negotiation of prices under fixed price 
type contracts j this Instruction together with the statement of appli- 
cability presently contained in Part 1 of the Section should do much to 
satisfy the objections of mis-application. 

It is requested that your comments or concurrence with respect to 
this proposed revision be forwarded to this office on or before 23 Play 1955. 
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£ -rtJTIOi'T ZV SUBCC1MITT3E 

15-200 SCOPS OF PiiRT . This part sets forth principles and standards for toe 
determination and allowance of costs in connection with cost-reimbursement type 
contracts and cost-reimbursement tyoe subcontracts thereunder for procurement 
of supplies, services, and research and. development work with organizations having 
commercial type accounting systems. However, this part does not apply to con- 
tracts for facilities, construction and architect-engineer services related to 
construction. 

15-201 EASIO FRE7CIPIZS AND STANDARDS . 

a. Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is the net sum of (i) the allowable direct costs, (ii) the pro- 
perly allocable portion of allowable indirect costs and (iii) applicable income 
and other credits. 

b. Factors Affecting .Allowability of Costs . The factors to be con- 
sidered in determining the allowability of costs include (i) reasonableness, 

(ii) application of generally accepted accounting principles and practices, 

(iii) exercise of good business judgment in incurrence cf cost, (iv) signifi- 
cant deviations in the established practices of the contractor which substantially 
increase the contract costs, and (v) any limitations as to types or amounts of 
cost items set forth in this Part 2 of Section XV or otherwise included in the 
contract. 

c. Credits . The applicable portion of income and other credits, rebates, 
.allowances, and. equivalent benefits accruing to the contractor and which are 
related to any allowed cost will be credited to the Government either as a 
reduction in contract cost or ty a cash refund, as appropriate . 

d. Cont ractor’s Accounting System . The requirements concerning record 
keeping and approval of the contractor’s accounting procedures and practices 
are set forth in the "Records Clause" (See hSFR 7-203.7). 
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15-202 DriECT COSTS . Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost, or aggregate thereof, which can be iden- 
tified specifically with any objective, service, program or project under the 
contract and. are chargeable directly thereto* Major items of cost readily iden- 
tifiable with the contract or with other work of the contractor should be charged 
directly thereto. This principle may often be applies' le to such elements of 
expense as freight, travel, communications, engineering services, etc., as well 
as the normal items of materials and productive labor* However, when the con- 
tractor is engaged in mixed production, this principle must be applied consist- 
ently to the costing of both defense and non-defense products or services, in 
order to produce equitable results, ’•'hen the accounting expense of direct costing 
of minor items would exceed the resulting benefits,- individual items, otherwise 
allowable as direct costs, may be treated as indirect expenses. 

15-202.1 DESSCT MAT5RIAIS . The cost of direct materials includes the cost of 
items purchased, supplied, manufactured or fabric, ted, which enter directly 
into the end. product or which are us:d or consumed directly in connection with 
furnishing such product. 

15 -202 .2 DIRECT LABOR . The cost of direct labor includes salaried and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of contract or other work of the contractor. It mav also include 
other associated costs such as payroll taxes and workmen's compensation insur- 
ance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs. 

15-202.3 OTHER DIRECT COSTS . Where other items of cost are charged directly 
to the contract consistent with paragraph 15-202 above, the contractor must 
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demonstrate that they are specifically related to the oerformance of the con- 
tract# ’lien, however, items ordinari3.y chargeable as indirect costs are 
charged to a Government contract as diroct costs, the cost 6f similar items 
applicable to other work of the contractor must be eliminated from indirect 
costs allocated to the contract. 

15-203 IND IRECT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint 
objectives, are accumulated for accounting purposes by departmental activity 
or other logical cost grouping and are charged to the contract and other work 
of the contractor V a process of allocation. Each element thereof is subject 
to the limitations of this part as to allowability. 

(b) No specific rules can be states as to the method of allocation of 
indirect costs because the actual condition in esch instance must be taken into 
account in determining the most suitable method or mehtods. The objective 
should be the selection of a method or method which will distribute the in- 
direct costs in a fair and equitable manner. The method used in connection 
with Government contracts must, in order to be acceptable, conform with 
generally accepted accounting practices, be applied consistently, and produce 
equitable results. Any significant change, such as in the nature of the 
business, extent of subcontracting, fixed asset improvement programs, the 
volume of sales, the volume of production, manufacturing processes, or the 
products being produced, may require reconsideration of the methods previously 
in use to determine whether they continue to be equitable. Further discussion 
relative to allocation of the individual categories of indirect costs will be 
found in the subparagraphs below. 
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15-203.1 INDIRECT KnHJFACTIP. I NG AMD PRODUCTION EXPANSES . Indirect manufac- 
turing and production expenses consist of costs which are necessary to the pro- 
ductive process as a whole and are not readily subject to treatment as direct 
costs in accordance with paragraph 15-202, Allocation of indirect manufacturing 
and production expenses on a time basis, such as direct labor man -hours or 
machine— hours, is a method which generally produces accuracy and equity* Other 
acceptable bases, in appropriate circumstances, include direct labor dollars 
(exclusive of overtime premium), units processed and prime costs of uni ts pro- 
cessed. In some instances, it may be necessary to departmentalize or establish 
cost centers in order to distribute equitably the indirect costs. The factors 
to be considered in determining the extent of departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes 
end relative labor and facility requirements for the various products. 

15-203 ♦ 2 INDIRECT ENGIKSIRIP'G EXPENSES . Indirect engineering expenses con- 
sist chiefly of engineering supervision, engineering administrative expense 
and engineering general supplies. These expenses arise out of engineering activities 
which include product design, tool design, experimental development, manu- 
facturing and production development, layout of production lines, deter- 
mination of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should be allocated to the benefited 
activities, i.c., contract and other work of the contractor on the basis of 
direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime premium), or other equitable basis. Direct costs of 
•engineering activities should be charged directly to the benefited activities, 
i.c., contract and other work of the contractor in accordance with paragrp ah 
15-202. 
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15-203 .3 SELLING AND DISTRIBUTION EXPENSES . The expenses in this group consist 
of items which represent the cost of marketing the contractor's products and 
include sales promotion, advertising, distribution costs and other related 
items. Generally, such expenses are not considered to be allowable as a charge 
to Government cost-reimbursement type contracts for the reason that marketing, 
in the ordinary commercial sense, is not necessary for doing business with the 
Government. However, dependent upon a reasonable demonstration of benefits to 
Government contracts and subject to the other provisions of this part, there 
may be an allocation to government work of those expenses in this category which 
consist of technical, consulting and such other beneficial services (including 
related supervision and clerical expenses) which are for purposes such as ap- 
plication and adaptation of the contractor's products rather than pure selling. 
Such costs should first be allocated between the contractor's commercial line 
and its Government contracts. The amount allocated to the latter should then 
be charged to the individual contracts on any equitable basis. Because of the 
special problems that arise in this area, it is usually desirable for the con- 
tractor to identify in its records by means of sub-accounts or otherwise, the 
items of these expenses considered properly allocable to Government contracts. 
15-203.U GENERAL AMD ADMINISTRATIVE EXPENSES . General and administrative ex- 
penses consist of costs incurred in the over-all management, supervision and con- 
duct of the business. Any recognized method of allocating general and adminis- 
trative expense is acceptable provided equitable results are thereby obtained. 
Some of the factors that should receive consideration in determining whether 
the results are equitable are (i) the cost pattern of the government contracts 
(that is, the percentage of the total cost of the contract, exclusive of general 
and administrative expenses, represented by each of the several cost components 
thereof) in relation to the cost pattern for the plant or activity as a whole, 
and (ii) the ultimate objective of distribution of these expenses in approximate 
ratio to the general and administrative effort involved in the two categories 


of work. In addition, consideration should be given to any significant varia- 
tions of inventories between accounting periods, variations in the ratio of 
contract inventory levels to all other inventory levels, and any other rele- 
vant factors such as those mentioned in paragraph 15-203 (b). 

15-203*5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES . The base period for 
allocation of indirect expenses should approximate the period of contract per- 
formance or should be representative of that period. The base period should 
be sufficiently long to avoid inequities in the allocation of costs. 
l5-20k APPLICATIONS Q? BASIC COST PRINCIPLES AND STANDARDS TO SELECTED ITEMS 
OF COST . This paragraph states, in some detail, applications of the basic cost 
principles and standards set forth in the preceding paragraphs of this part to 
certain selected items of cost. The statements herein apply irrespective of 
whether the particular item of cost is treated by the contractor as direct 
cost or as indirect cost. Failure to mention any particular item of cost 
herein is not intended to imply that it is either allowable or unallowable « - 
With respect to those items not specifically covered, determination as to 
allowability will be made in the light of the basic principles and standards 
and, where appropriate, the treatment of similar or related items in this Part. 
All of the subparagraphs below are subject to the basic principles and stan- 
dards set out in paragraph 15-201. 

15-20U.1 ADVERTISING. Advertising expenses include the costs of advertising 
media and corollary administrative expenses. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, and exhibits 
free goods and samples, and sales literature. 

a. The following advertising costs only are allowable: 

(l) Advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
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for sale but is placed for the purpose of offering finan- 
cial support to journals which are valuable for the 
dissemination of technical information within the con- 
tractor's industry. 

(2) Help wanted advertising, as set forth in paragraph 15-20U.33. 
15-20U.2 BAD DEBTS . Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include collection expenses and related legal expenses. These costs are un- 
allowable. 

15-20U.3 BIDDING EXPENSE . Bidding expenses are the costs of preparing bid 
estimates on potential contracts or projects, including the development of en- 
gineering and cost data necessary to support the contractor's price proposal or 
estimated cost of work performance. Bidding expenses of the current accounting 
period of both successful and unsuccessful bids normally will be treated as in- 
direct expenses and allocated currently to all business of the contractor, in 
which event no bidding expenses of past accounting periods will be chargeable 
to the Government contract. However, the contractor's established practice may 
be to treat bidding expenses by some other recognized method. Regardless of 
the method used, the results obtained may be accepted only if found to be « 
•reasonable and equitable. 

15-20U.U CAFETERIAS, DINING ROOMS, AMD OTHER FOOD SERVICES . This class of 
expenses consists of cost, less revenue, of operating or furnishing facilities 
for cafeterias, dining rooms, sales stores, canteens, lunch wagons, vending 
machines, or other types of services for contractors employees at the contrac- 
tor's facilities. Profits accruing to the contractor from the operation from 
these services whether operated by the contractor or by a concessionaire, will 
be treated as a credit to costs of all production within the contractor's 
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plant in which the services are furnished, except for services from which the 
profits are irrevocably set over to an employee welfare organization of the 
contractor in amounts reasonably useful for the benefit of the employees at the 
bid location. Reasonable losses from operation from such services are allowable 
when it is determined that the contractor is intending to operate such services 
at no loss or profit. The gains or losses from these services must be appro- 
priately allocated to all activities benefited including Government contracts. 
When such services are intentionally furnished at a loss to the contractor, 
losses on such operation will not be allowed as a cost, unless authorized by 
special contract provision. 

l$-20lu$ CIVIL DEFENSE . Civil defense costs are those incurred in the planning 
for and the protection of life and property against the possible effects of 
enemy attack, These costs are generally incurred pursuant to plans developed 
by local and state civil defense authorities. Examples of civil defense costs 
include cost in excess of normal plant protection expenses and may consist of 
first-aid training and supplies, fire fighting training and equipment, posting 
of additional exit notices and directions and other approved civil defense 
measures. Reasonable costs of civil defense measures undertaken on the con- 
tractor's premises pursuant to suggestions or requirements of civil defense 
authorities are allowable when allocated to all work of the contractor. In the 
case of capital assets, acquired for civil defense purposes the costs thereof 
will be depreciated over a reasonable number of years in conformity with gen- 
erally accepted accounting principles. Except as specifically provided in the 
contract contributions to local civil defense funds or projects not on the 
contractor's premises are unallowable. 
lg-20U.6 COMPENSATION FOR PERSONAL SERVICES . 

a. This item includes salaries, wages, deferred compensation and 
fringe benefits for services rendered to the contractor by employees as well 
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as fees paid to directors and committee members. Subject to specific limi tac- 
tions set forth hereunder, such costs are allowable when the total compensation 
is reasonable in light of the services rendered. 

b. Generally, the amount of compensation established by the contrac- 
tor will be considered commensurate with the services rendered. However, com- 
pensation of individuals such as corporate officials, directors, executives, 
department heads, partners and sole proprietors may be subject to special con- 
sideration and limitation as to allowability for contract cost purposes where 
amounts appear excessive. Some situations which may give rise to excessive 
compensation are where (i) the individual or member of his immediate family 
owns or is committed to acquire a substantial financial interest in the con- 
tractor’s organization} or (ii) ownership of the contractor is limited to a 
small cohesive group; or (iii) the volume of Government contracts when related 
to the contractor's total business is such as to influence the amount of com- 
pensation. 

c. The cost of options to purchase stock of the contractor corpora- 
tion granted to employees is not allowable as an item of cost, 

d. Bonuses to employees, such as production incentives and sugges- 
tion or safety awards, represent a part of their total compensation and are 
allowable when appropriately allocated, if they ares 

(1) Paid pursuant to an arms length agreement between the con- 
tractor and the employees before the services are rendered or pursuant to an 
established plan consistently followed by the contractor which constitutes, in 
effect an implicit agreement on the part of the contractor. 

(2) Reasonable in amount* 

(3) Paid for current services actually rendered by employees. 

(U) Available to all employees of the contractor or to all 

employees within a group or salary classification which is not unreasonably 
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restricted. 


tax purposes. 


( 5 ) Allowable as an ordinary or necessary business expense for 


(6) Wot restricted to officer or other employee stockholders or 
are not distributed on the basis of stockholdings. 

(7) Total employee compensation is reasonable in amount for 

such services. 


e. Profit sharing plans . 

(1) As used herein profit sharing is construed to be any plan 
(immediate or def erred- regardless of method of payment or participation) which 
includes, in whole or in part, a formal sharing of profits or is in any manner 
measured by dependent upon or contingent upon profit. 

(2) Except as provided in (3) below, the cost of profit-sharing 
plans shall be allowable under the following conditions: 

(i) Compensation payable under immediate distribution plans 
is allowable subject to the criteria set forth in subparagraph d. above and 
g. below. 

(ii) Employer contributions under deferred distribution profit- 
sharing plans, to be allowable costs, must meet all pertinent conditions set 
forth under subparagraph d. above and g« below and, if subject to Internal 
Revenue Service consideration, must have their approval. The carry-over pro- 
visions of the regulations of Internal Revenue Service with respect to contri- 
butions under qualified deferred distribution profit-sharing plans shall not be 
recognized for Government contract cost determination purposes. Forfeitures 
of non-vested benefits under a profit-sharing plan will be treated in accordance 
with the principles stated in paragraph 15-201;. 27(f)* 
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(3) Unless otherwise provided by special contract provision, the 
cost of profit-sharing plans shall not be allowable in the following situa- 
tions : 


(i) The business of the contractor at the time of entering 
into the contract is less than 75$ with non-iiovernmental customers, taking 
into account the amount of the contract in question* 

Stock bonus plans * Stock bonuses which are not disallowed by 
the provisions, of subparagraph e. above are acceptable as a form of compensa- 
tion, and the costs thereof are allowable subject to all conditions pertinent 
under sub-paragraph d. above and g. below and meet the following requirements: 

(1) The valuation placed on the stock for the purpose of cal- 
culating such cost must be computed on a sound basis* 

(2) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed thereto are fair and 
reasonable. 

(3) Bonuses paid in the form of previously unissued stock of 
an affiliate will not ordinarily be allowed unless it can be demonstrated 
that there exists a bona fide arms-length agreement and the values ascribed 
to such stock are fair and reasonable* 

(li) Claims for accruals of compensation under a stock bonus 
arrangement prior to acquisition of stock by employees will not be allowable 
unless arrangements are made for appropriate credit adjustment of costs in 
the event such stock is not acquired by employees. 

g. For the purpose of detennination of reasonableness, the employer 
contribution under profit sharing plans and stock bonus plans shall not ex- 
ceed, in the aggregate for each participating employee, 15$ of the total basic 
compensation paid or accrued to such employees in the year under consideration. 
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h. The determination of allowability of the cost of pension and re** 
tirement plans, training expense, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs 15-201*. 27, 

15-201*. 1*3 , 15-201*. 25, and 15-201*. 11* respectively. Any form of compensation to 
an employee not specifically mentioned in this part 2, in addition to those set 
forth in this paragraph, will be given consideration as a part of total compensation, 
15-201*. 7 CONTINGENCIES . This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
with certainty as to time, intensity or even an assurance of its happening. < 

These costs are not allowable. (For self-insurance programs see paragraph 

15 - 201 *. 16 ). 

l5-20l*.8 CONTRIBUTIONS AND DONATIONS . Contributions and donations to estab- 
lished nonprofit charitable scientific and educational organizations are allow- 
able provided that such costs are reasonable and are properly allocated to all 
work. 

The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to 
the placing of Government contracts. The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but the Reductibility 
of the contribution for income tax purposes does not in itself justify its 
allowability as a contract cost. 

15-201*. 9 DEPRECIATION . 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated 
residual value, over their estimated useful life in a systematic and logical 
manner. It involves a process of allocation, not of valuation. Useful life 
has reference to the prospective period of economic usefulness in the particular 
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contractor's operations as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based upon original acquisition cost. Depreciation will be accounted for by 
consistent application to the asset(s) concerned of any generally accepted 
accounting principles and should usually be allocated to the contract and other 
work as an indirect cost. The amount of depreciation charged in any accounting 
period may vary with volume of production or use of multishift operations, pro- 
vided the method followed is consistent with basic objectives set forth in 
subparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for contract per- 
formance standby purposes. 

d. Unless otherwise provided in the contract, no use charge will be 
allowed on assets still in use which have been, in accordance with the con- 
tractor’s consistent accounting practice, fully depreciated on the contractor's 
books of account. 

e. Where the contractor has applied for and received a determination 
of "true depreciation" from an Emergency Facilities Board covering emergency 
facilities acquired under certificates of necessity, the amounts so determined 
for "true depreciation" over the emergency period (5 years) will be recognized 
in lieu of normal depreciation. After the expiration of the emergency period 
for the facilities concerned where a determination of "true depreciation" has 
been made, the remaining undepreciated portion of the cost of such facility will 
be depreciated over its remaining useful life and will be the only amount recog- 
nized as allowable cost, subject to paragraph l5-20lul2. The contractor may 
elect to use normal depreciation rather than the "true depreciation" as deter- 
mined by the Emergency Facilities Board. However, the method chosen after such 
determination of "true depreciation" must be followed consistently throughout 



the life of the emergency facilities. 

15-20U.10 EMPLOYEE MORALE, HEALTH AND WELFARE . Included in this category are 
expenses of health and welfare activities incurred for the improvement of 
working conditions and the improvement of employer-employee relations and 
employee performance. Examples of these activities are house publications, 
health or first-aid clinics, and employee counselling services. These costs 
are allowable when incurred in accordance with the contractor’s established 
practice or custom in the industry or area and are reasonable and equitably 
allocated to all classes of work performed in the contractor's plant. Income 
generated from any of these activities will be credited to the costs thereof. 
l5-2Qlt.ll ENTERTAINMENT EXPENSE . This item includes the cost of amusement, 
diversion, social activities and incidental costs relating thereto, such as 
meals, lodging, rentals, transportation and gratuities. These costs are 
unallowable. 

l5-20lt.!2 EXCESS FACILITIES . This item includes the cost of maintaining and 
housing idle and excess facilities, except those reasonably necessary for 
contract performance standby purposes. These costs are unallowable. The 
costs of additional plant capacity reserved for defense production shall be 
the subject of a separate contract. 

15-2QL.13 FINES AND PENALTIES . Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state 
and Federal laws and regulations. These expenses are not allowable except 
when incurred as a result of compliance with specific provisions of the contract 
or instructions in writing from the contracting officer. 

15-20U.1U FRINGE BENEFITS . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regular 
wages and salaries. 
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a. The determination as to the allowability of the cost of 
pension and retirement plans , profit sharing and other bonuses , and severance 
pay will be in accordance with sub-paragraphs 15-201.27, 15-204.6 and 15-204,38, 
respectively. 

b. The cost of other fringe benefits such as pay for vacations, 
holidays, sick leave, military leave and employee insurance (but see *ub- 
paragraph 204. l6e) is allowable to the extent required b;, law, employee 
employee agreement, or established policy of the contractor that constitutes, 
in effect, an implicit agreement on the contractor's part. 

15-2 04.15 IN ITL-L I RCi/UOTIOK COSTS . Initial production costs, known also 
as "starting— load costs", are non— continuing costs that arise in early stages 
of production because of the contractor's lack of experience with particular 
materials, manufacturing processes or techniques involved. Such costs may 
consist of excessive material costs resulting from abnormal scrap los es, 
excessive direct labor costs and related overhead resulting from idle time 
due to testing and charge in production methods, cost of training employees, 
and excessive defective work due to inexperienced labor. 

.chile initial production costs are allowable, the contractor will 
be expected to v.ork actively to minimize or eliminate them as rapidly as 
possible. In cases where these costs continue to an unwarranted extent after 
t .e contractor has been allowed reasonable time to learn to make the product 
efficiently, the excessive costs will be subject to disallowance. 

15-204.16 IK SbH.-i;C >, ,.D Ih -, JhhII-iC .TlOh 

a. Included under this item are (l) those types of insurance which 
the contractor is required to carry under the terns of the contract, or by 
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specific instruction of the contracting officer or his autnorized repre- 
sentative, and (2) any other insurance for which the contractor seeks 
reimbursement under the contract. The kinds of insurance ordinarily 
included in the first category are set out in £S?H 10-501, 

b. Costs of Government required insurance are allowable within 
limitations as to tne extent of coverage and premium rates approved by 
the Government. Costs of other insurance, except that applicable to Govern- 
ment-owned property, are allowable provided (1) the insurance has been approved 
by the military department concerned or (2) in the absence of such approval 
requirement, the types of coverage, extent of coverage, and rates are 
reasonable under the circumstances. Costs allowed for use and occupancy 
insurance, however, will in principle be limited so as to exclude coverage of 
profit, interest, federal income taxes, and any other items of expense 
unallocable under this part* 

c. The costs of insurance or any reserve covering the risk 

of loss of or damage to Government-owned property are not allowable except 

co the extent that the Government may have required the contractor to carry 
such insurance. 

d. The costs of a self insurance program are allowable provided 
the program has been approved by the Military Departments concerned, actual 
losses sustained under such a self-insurance program are not allowable. 

e. The costs of insurance on the lives of officers, partners or 
proprietors, are not allowable except where such insurance is part of an 
employee plan which is not unduly restricted. 

f . Losses resulting from failure to insure (through self insurance 
or otherwise) against a contingent loss or damage, where a reasonably prydert 
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business organization would have insured against such loss or dairc,>, 
are not allowable. 

Cost of indemnification will be allowable only to the 
extent expressly provided for in the contract. 

15- 204.17 INTEREST .-J.U OT h ,R FIE>.j~CI £ hS-^SES . This item includes 
interest paid or accrued (regardless of the nature of the obligation which 
gives rise to the interest cost), bond discount and expenses, and the cost 
of financing and refinancing operations as well as legal and professional 
fees paid in connection with the preparation of a prospectus, cost of 
preparation and issuance of stock rights and expenses related thereto. (See 
also 15-204.24). These costs are unallowable except for interest assessed 
by State or local taxing authorities under the conditions set forth in 
subparagraph 15-204.40. 

15-204 . IS L h BOu E^L.iTIOi,S. This item cover s expenses incurred in maintain- 
ing satisfactory relations between the contractor and his employees. It 
includes the cost of shop stewards, labor management committees, employee 
publications and other related activities. Costs incurred for these purposes 
are allowable, 

15-204 . 19 LOSSES ON OTHER COx TRACTS . This item covers any excess of costs 
over income under any and all other contracts, whether such other contracts 
are of a supply, research and development or other nature. Costs of this 
nature are not allowable as a cost of performance of the Government contract. 
15-2 04.20 MAjNTZfcRKCL i\D HLi il liS. (a) This item includes those costs 
necessary for the upkeep of property which neither adds to the permanent 
value of the property nor appreciably prolongs its intended life but keeps 
it in its efficient operating condition. These costs are allowable. Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
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principles, should be capitalized and subjected to depreciation will be 
allowable only on a depreciation basis. Cost -of maintenance arri repairs 
of excess facilities and of idle facilities (other than reasonable standby 
facilities) are not allowable. 

b. deferred maintenance is defined as maintenance and repairs 
which for some reason such as abnormal operating conditions or lack of funds, 
is delayed to a future period. The cost of maintenance and repairs which 
has been deferred from a period prior to the contract is not allowable unless 
specifically provided for in the contract. Likewise, the estimated cost of 
maintenance and repairs normally required but not accomplished during the 
period of the contract will not be allowed as a cost unless specifically 
provided for in the contract. 

15-20U.21 MANUFACTURING AND PRODUCTION ENGINEERING . Manufacturing and 
production engineering includes the cost of engineering activities in 
connection with (1) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and improvement and 
(2) current production problems, such as materials analysis for production 
suitability and component design for purposes of simplifying production. 

These costs are allowable. For purposes of distribution, such costs should 
ordinarily be divided into two categories: (i) those which directly benefit 

a contract,- a project, or a product line and (ii) those expenses which are 
not subject to direct costing. Items in category (i) should be charged 
directly to the contract or project or allocated to the products in the 
product line. Costs in category (ii) should be allocated to all benefited 
work. 
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15-204.22 i-J iT.L RI.JbS mvD SUPiLUS; 

a* This item includes the net costs of such items as raw 
materials, parts, sub-assemblies, components, and manufacturing supplies, 
whether purchased outside or manufactured by the contractor, and may include 
such collateral items as inbound transportation end intransit insurance. 

These costs are allowable subject, however, to the provisions of subparagraphs 
b through f below 

b. Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits. Such income and other 
credits include trade discounts, refunds, rebates and allowances. Cash dis- 
counts available, and credits for scrap and salvage and materials returned 
to vendors. However, v.here the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond his control, such lost 
discounts will be allowed. 

c. hen materials are purchased specifically for and identifiable 
solely pith performance under a contract, the actual purchase cost thereof 
should be charged to the contract. 

d. If materials are issued from stock, any generally recognized 
method of pricing such materials vdll be acceptable, provided the method is 
consistently applied and the results obtained are equitable, V.'here materials 
in stock at the commencement date of the contract have a provable replacement 
cost significantly higher than book cost, the contractor and the Government 
may, by contract provision, agree upon the use of a method of pricing based 
upon the fair value of the materials as -of the date of the contract, but 

not in excess of replacement cost such date. Such agreement should 
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include identification of the types or kincs of materials involved and 

should be made at the time the contract is entered into and provided for 
therein. 

e. Reasonable charges arising from difference between periodic 
physical inventory quantities and related material control records will be 
included in arriving at the cost of materials, provided that such charges 
(i) do not include "write-downs" of values, and (ii) relate to the period 

of performance of the contract* *-ill credits arising from differences between 
periodic physical inventory quantities and related mate: ial control records 
shall be taken into account. 

f. °rdinarily sales or transfers of materials and supplies 
between plants, divisions, or organizations, under a common control, shall 
be stated on the basis of cost to the transferor. In the case of any item 
regularly manufactured and sold by any such transferor through commercial 
channels a departure from this cost basis is permissible, provided thutj 
the price charged to the contract does not exceed the lower of (i) the 
transferor's sales price to its most favored customer for the same item 

in like quantity, or (ii) the prices of other suppliers for the same or 
substantially similar items, 

15 - 214,23 ORGANI ZATION EXEENSE3. This item consists of expenditures in 
connection with organization or reorganization of a business, dxaxples 
of such costs are incorporation fee, attorneys fee, fees to promoters and 
organizers and costs of raising capital, These costs are unallowable. (See 
paragraph 15-204 . 17 ) . 


15-204*24 QT HSl BU SIKE33 BklErSZS , Included in this item are such 
recurring expenses as registry and transfer charges resulting from 
changes in ownership of securities issued by the contractor, cost of 
shareholders 1 meetings, proxy solicitations, preparation and publication 
of annual reports to shareholders, preparation and submission of required 
reports and forms to taxing and other regulatory bodies and incidental 
costs of directors and committee meetings. The above and similar costs are 
allowable when incurred in reasonable amounts in accordance with the contractor 
established practices and are allocated on an equitable basis to all classes 
of work, 

15-204*25 OVlRTIi S, IjCjjU P..Y SHIFT .- D i.U.^TI SHI FT I- £1. Ills . This item 
consists of the premium portion of overtime and shift payments to employees. 
Such premiums may be classified as either direct or indirect labor costs, but 
the amount of overtime premium should be separately identified, hen direct 
labor cost is the base for distribution of overhead, overtime premiums shall 
not be included therein. Cost of overtime and shift premiums are allowable 
only to the extent expressly provided for in the contract or otherwise author- 
ized by the Government, See dSPR 12-102 for further information concerning the 
policy regarding such authorization, The amount of overtime and shift premium 
cost charged on Government contracts shall be equitable in relation to the 
amount of such costs changed on non-Government work being concurrently per- 
formed in the contractor's plant and the factors which necessitate the 
incurrence of the cost, 

15-2 04,2 6 PhT- 4-T Included in this item are amortization of the cost 

of purchased patents and all costs leading to the issuance of patents, as well 
as the cost of infringement investigation and litigation, amortization of the 
cost of purchased patents applicable to contract products or processes is 
allowable. The cost of preparing disclosures as required by the contract and 
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of . preparing assignment and other papers in connection with the filing of a 
patent application for the uovernment, and any expenses incident to patents in- 
curred upon the written authorization of the contracting officer, are allowable* 
All other patent expenses and charges for the use of patents where the Government 
has a license or the right to free use thereof, are unallowable.- The cost of 
researcn and development work leading to patents is treated in subparagraph 
15-20^.35. 

15-20U.27 PENSION AND RETIREMENT PLANS , . 

a. A pension plan as used herein is a plan which is established and 
maintained by a contractor primarily to provide systematically for the payment 
of definitely determinable benefits to his employees over a period of years, . 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance or survivorship benefits incidental and directly related to 
the pension benefits.. Such benefits generally are measured by, and based on, 
such factors as years of service and compensation received by the employees* 

The determination of the amount of pension benefits and the -contributions to 
provide such benefits are not dependent upon profits* Benefits are not definite- 
ly determinable if funds arising from forfeitures on termination of service or 
other reason may be used to provide increased benefits for the remaining par- 
ticipants instead of being used to reduce the amount of contributions by the 
employer. A plan designed to provide benefits for employees or their benefi- 
ciaries to be paid upon retirement or over a period of years after retirement 
will be considered a pension plan, if, under the plan,, either the benefits pay- 
able to the employee or the required contributions by the contractor can be 
determined actuarially. 

b. Pension and retirement plans which are subject to the approval 

of the Internal Kevenue Service must have been so approved prior to consideration 
by the Military Department; however, approval of the plan by the Internal Kevenue 
Service does not necessarily assure the allowance of the costs of such plan by. 
the Military Department. Consideration of the plans will.be the responsib ili ty 



1523 


of the Department to which audit cognizance is assigned and the subsequent action 
taken by that Department will generally be accepted by the other Departments, 

In cases where the Internal Revenue Service withdraws approval of a plan, 
amounts allocated to contract costs will be withdrawn accordingly. Where pen- 
sion and retirement plans of non-profit or other tax-exempt organizations are 
not required to be reviewed and approved by the Internal Revenue Service, it will 
be the responsibility of the Department to which audit cognizance is assigned to 
give consideration to the acceptability of such plans, 

c. The costs of acceptable pension and retirement plans, which are 
properly deductible from taxable income are allowable except as otherwise deter- 
mined unallowable under this paragraph. The cost of retirement plans, which are 
based on profit sharing, shall be subject to paragraph 15-20/*. 6 e. Costs of 
acceptable pension and retirement plans established by nonprofit or other tax- 
exempt organizations are also allowable except as otherwise determined under 
this paragraph. 

d. Pension and retirement costs constitute a part of the total com- 
pensation by a contractor to the individuals covered by the plan, and accordingly, 
are subject to the provisions of this section with respect to reasonableness of 
the total compensation paid to the individual for the services rendered. 

(See 15’ ' 204 , 6 ) 

e. The amount of the contribution subject to allocation as a contract 
cost will be limited to the maximum amount required to fund an approved plan, 

or the amount actually contributed, during the taxable year, whichever is the 
lesser. The carryover provisions of the Internal Revenue Code with respeot to 
contributions ’irder pension and retirement plan* shall not be recognized for the 

purpose of determining allowable pension and retirement costs under Government 
contracts, 

.f . Credits which arise under pension plans from various sources, such 
as dividends and cancellation of employee benefits which have not vested at the 
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time of ‘termination of their employment, must be taken into account in an 
equitable manner in the determination of the allowable pension and retirement 
contribution. Special provision for those credits is usually necessary when 
the contractor's organization has substantially expanded for the performance of 
military contracts and there is a reasonable expectation that the employment of 
a largo number of the additional employees will be terminated upon curtailment 
of military work. Under these circumstances, it will be expected that an 
arrangement will bo made which will result, as nearly as may be practicable, in 
the Government ' s receiving the benefit of these credits to the same extent as 
it originally participated in the related costs. There are two general methods 
which may be used, individually or in combination, in making such arrangements: 

(1) A lump sum or percentage discount of current pension costs 
negotiated and agreed upon in advance. Determination of such allowance generally 
is not an actuarial problem involving a calculation based upon known factors, 
but rather is an attempt to reach a negotiated agreement as to various uncertain 
or variable factors in a complex situation. 

(2) A retrospective determination at some time in the future when 
a more accurate estimate can be made by virtue of experience which may have 
developed. Until such determination, current costs, which should he net of 
current credits may be allowed provided an appropriate contractual agreement can 
be reached which reserves the Government's right to future credits. 

g. The costs of lump sum purchases of annuities or of lump sum cash 
payments or periodic cash payments made to provide pension or retirement 
benefits for retiring or retired employees other than incurred under approved 
pension and retirement plans are allowable only to the extent specifically 
provided for in the contract. 

l$-20lu28 FLAh T PROTECTION ESFSrSES . This item includes the cost of plant 
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protection measures such as wages of guards, equipment of guards (uniforms, 
firearms, etc.), and depreciation on plant protection capital assets. For the 
purpose of contract costing, these expenses arc divided into two categories, 
namely, normal plant protection expenses and special plant protection expenses. 
Normal plant protection costs arc allowable a.nd are allocable to all work in the 
plant. Special plant protection costs, which term refers to an extension of 
the contractor's normal plant protection program arc also allowable and allocable 
to specific Government contracts requiring special protection upon the specific 
direction and approval of the contracting officer. 

l5-20lt.29 PRECONTRACT COSTS . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs rail not be allowed unless 
specifically set forth in the contract and may be limited to a period of time 
as well as to the type and amount of such costs. 

l5-20li.3Q PROFESSION..! SERVICES - LEGAL, ACCOU N TING, ENGINEERING AND OTHER. 

a. This item includes the cost of professional services rendered 
by the members of the particular profession separately engaged. These costs 
generally arc allowable when reasonable in relation to the services rendered 
and are not contingent upon recovery of the costs from the Government. 

b. Factors to be considered (among others) in determining the 
allowability of costs in a particular case arc; (i) past pattern of such costs, 
particularly in the years prior to the award of Government contracts; (ii) the 
impact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services expected of the contractor's own organization; 
and (iv) whether or not the proportion of Government work to the contractor's 
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total business is such as to influence the contractor in favor of incurring 
the cost, particularly 'There the services rendered are not of a continuing 
nature and have little relationship to rork under Government contracts. Retainer 
fees to be allorablc must be reasonably supported by evidence of services 
rendered. 

c. The costs of legal, accounting and consulting services and related 
expenses incurred in connection vrith organization or reorganization, prosecution 
of patent infringement litigation (except as provided for in l5**20lu26), defense 
of anti— trust suits, and the prosecution of claims s.gainst the Government arc 
unalienable. 

15-20U.31 PROFITS A-TD LOSSES OK DISPCSITIOH 0? ?L£'T, ECTIK^T OR OTHER 
CAPITAL ASSETS . Included herein arc gains or losses of any nature arising from 
the sale or exchange of plant, equipment, or other capital assets, including 
sale or exchange of either short or long term investments. Profits or losses 
on sale or exchange of capital assets, including investments. Trill be excluded 
in computing contract costs. 

l5-20lu32 REC01TVERSI0TI EXPENSES . Reconversion expenses are those incurred in 
the restoration of the contractor's facilities to approximately the same 
physical arrangement and condition existing immediately prior to commencement 
of the military contract rork and include the cost of removal of Government 
property. Reconversion expenses axe not alienable except that the cost of 
removing Government property and the restoration costs caused by such removal 
arc allorablc if specifically provided for in the contract. 

15-20U.33 RECRUIT IPG ERPETSE. This item includes the costs of "help ranted" 
advertising and the operating costs of an employment office necessary to secure 
and maintain an adequate labor force. It further includes the costs of operating 
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an educational and aptitude testing prog r®., travel expenses of employees 
iThile engaged in recruiting personnel, and travel expenses of applicants for 
interviews for prospective employment. These costs arc allowable. TJhorc the 
contractor uses private employment agencies, costs not in excess of standard 
commercial rates for such services arc also all erratic . Costs of special 
benefits or emoluments offered to prospective employees beyond the standard 
practices in the industry are not allowable. 

1S-20U.3U RgiJTAhS OF ?UT.T A1TD EQUIHSNT (Including sale and leaseback of 
facilities.) 

This item includes expenses for (i) use of land, buildings, and 
equipment or other personal property, and (ii) rental expenses under sale and 
lease-back agreements incurred by contractors through sale of plant facilities 
to investment organizations (such as insurance companies) or to private investors 
and concurrently leasing back the same facilities. 

a. Rentals of plant and equipment under (i) abovo are allowable 
if the rates are reasonable in light of the type, condition and value of the 
facilities leased, options available and other provisions of the rental 
agreement. 

b. Rentals specified in sale and loasc-back agreements under (ii) 
above arc allowable only to the extent that such rentals do not exceed normal 
costs (such as depreciation, taxes, insurance and maintenance expenses) which 
would have been incurred had the contractor retained legal title to the 
facilities. 

15-201.35 RESEARCH Rig) DSI^LORjENT . Research and development expenses (some- 
times referred to as general engineering expenses) for the purpose of contract 



costing arc divided into tiro major categories, namely: 

a. General research, also referred to as basic research, fundamental 

research, pure research and blue-sky research* 

b. Belated research or development, also referred to as applied 
research, product research and product line research* 

(1) General research is that type of research which is directed 
towards increase of knowledge in science* It is research where the primary aim 
of the investigator is a fuller knowledge or understanding of the suojcct under 
study, rather than a practical application thereof. The costs of a contractor’s 
independent general research (that which is not sponsored by a contract or grant 
or xs not otherwise reimbursed to a contr?.ctor) shall be an ?.llowablc cost iu 
all cost typo contracts under the following conditions: 

(i) The amount of such costs is reasonable* 

(ii) The costs are equitably allocated to all work of the 
contractor other than its independent general and related research* 

(iii) The contractor agrees to divulge to the Government 

the results of such independent general research. 

(iv) The business of the contractor at the time of entering 
the contract is predominantly (75^ - r ) with n on-Govcrnmental customers* 

If less than 7£> at the time of entering the contract, allowance may bo author- 
ized by special contract provision. 

The above conditions will also apply in the negotiation of 


predetermined overhead rates 
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(2) Related research is that type of research which is directed 
toward practical application of science, and " development" is the systematic use 
of scientific knowledge directed toward the production of useful materials, de- 
vices, methods, or processes, exclusive of design, manufacturing, and production 
engineering (See lo-20lu2l). 'the costs of a contractor's independent related 
research (that which is not sponsored by ? contract or grant or is not otherwise 
reimbursed to a contractor) may, id allocated on the basis of all production, be 
allowed as a cost under any cost type production contract if the research is re- 
lated to the contract product or -product line. No portion of such research will 
be allowable under cost- type research and development contracts. 

c. Research and development costs, regardless of the nature, which 
were incurred in accounting perio .s prior to the award of a particular military 
contract, (including amounts capitalized and the cost of patents obtained) vri.ll 
not be allocated to that contract unless allowable as pre-contract costs (Para- 
graph 15-20U. 29) . 

15-2QU.36 RdXALTY PAThDNTS . This item covers amounts paid for the right to use 
patents, '.here the use of such patent is necessary for the proper performance 
of the contract and where the Government does not already have a license or 
other right to use such patents, the royalties are allowable to the e;rtent ex- 
pressly provided for elsewhere in the contract or otherwise authorized by the 


contracting officer. 

1;;— 2 OH. 3 7 SIR-VICE A. hi bARRAJTY EXfSbSSS . This item includes the costs of 
servicing the product installation, training personnel in the vise, operation 
and maintenance of the product, correcting product defects, replacing defective 
parts, and other related operations or practices. Actual costs to be reimbursed 
to the contractor vri.ll be in accordance with the clause of the contract entitled 
"Inspection of Supplies and Correction of defects", (See paragraph ASPR 7-203.5), 
or as otherwise provided in the contract. 



15-201J.38 G2'SXl;C2 fax. 


Severance pay, also com only referred to as dismissal 

wages, is a parent in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated* 

ine cost of severance pay is allowable only to the extent that, in 
eacn case, it is required by (i) law, (ii) employer-employee agreements, (iii) 
establisned policy that constitutes, in effect, an implicit agreement on the 
contractor's part, or (iv) the circumstances of the particular employment. 

For contract costing purposes severance pay is divided into two 
categories as follows: 

^ * Formal -turnover Severance Pay , The cost of severance payments 
is allowable anc. must oe allocates to all classes of work being performed in 
tne contractor's plant at tne time of payment. However, where the contractor 
P it,, ’^-t.es ± Ox accrual of pa for normal severances such method will be acceptable 
ii tnc amount of tne accrual is reasonable in light of payments actually made 
for normal severances over a representative past period, 

b. Lass Severance Pay , The cost of abnormal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor is allowable. The amount 


allowable shall be determined by assigning the total cost of actual mass 
severance payments to the entire period of employment with the contractor and 
equitably apportioning such cost to all business of the contractor performed 
during that period. 

A reservation in the final release of claims (See ASPX 7-203.li) may 
be maae in the case of completed cost— reimbursement type contracts when it is 
reasonable to assume that severance pay allocable to the contract call be made 
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i5-2du,3 £ SPBCL'-L TOOLBTG , The terra "special tooling" means property of such 
specialized nature that its vise, without substantial modification or alteration, 
is limited to the production of the particular supplies or to the performance 
of the particular services for which acquired or furnished* It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment* The cost of special tooling, when acquired 
for and its usefulness is limited to government contracts, is allowable arid will 
be charged directly to the government contracts* When such special tooling is 
acquired, it shall be subject to the provisions of the contract clause set forth 
in ASPR 13-503 entitled "Government Property", 

l5-20li*U0 T/dSS . Taxes are charges levied by a government unit. They do not 
include fines and penalties except as otherwise provided herein, 

a. In general, taxes (including state income taxes) which the 
contractor is required to pay and which are paid or accrued in accordance 
with generally accepted accounting principles are allowable, except (i) for 
Federal income and excess profits taxes; (ii) taxes in connection with financing, 
refinancing or refunding operations (see paragraph 15-20U.17 ) ; (iii) taxes from 
which exemptions are available to the contractor directly or available to the 
contractor based on an exemption afforded the Government; and (iv) special 
assessments on land which represent capital improvements* 

b* Taxes otherwise allowable under a, above, but which may be 
illegally or erroneously assessed may be allowed as a cost of worlc performed, 
provided that the contractor, prior to payment of such taxes, (i) promptly 
requests instructions from the contracting officer concerning such taxes; (ii) 
agrees to comply with such instructions; and (iii) if so directed by the con- 
tracting officer also agrees to take all necessary action in cooperation with 
and for the benefit of the Government, to determine the legality of such assess- 
ment or, as the case may be, to secure a refund of such taxes and any interest 
or penalties thereon. Interest and penalties incurred 
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by a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer, shall be allowable as a cost. Reasonable expenses of any 
proceeding instituted bv the contractor at the direction of the contracting 
officer to deter, .ine the legality of such an assessment or to secure a refund 
of such taxes, interest or penalties for the benefit of the Government, shall 
also be allowable as costs. 

c. Any refund of taxes, penalties or interest thereon shall be 

[ 

credited to contract costs in the proportion in which contract costs absorbed 
the costs of taxes, interest or penalties. If at the time the refund is received 
by the contractor, no defense contracts are being perforate'., the amount otherwise 
to be credited to contract costs shall be paid directly to the Government. 


15-2 Oh. hi TRASS, BUSIin;SS, AeD RR ffESSIh.AL ACflTITISS . 

a. memberships. This item includes costs of membership in trade. 


business, and professional organizations and such costs are allowable, 

b. Subscriptions . This item includes the cost of subscriptions to 
trade, business, professional, or technical periodicals. Sue'., costs are 
allowable. 

c. bee tings and Conferences . Expenses representing the purchase of meals, 
transportation, rental of facilities for meetings, and costs incidental thereto, 

when the primary purpose of the incurrance of such expenses is the dissemination 
of technical information or the stimulation of production, are allowable. 


15-201;. 1*2 
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a. This itc includes the costs of preparing and maintaining 


a program 


of instruction designed to increase the over-all effcctivcnes 
Included are the costs of the director of training and staff, 


s of employees, 
training materials 
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and text books when the training program is controlled by th. contractor, and 
tuition, fcc-s, training materials and text books when the training is in 
educational institutions. 

b. Such costs which are limited to on the job training are allowable 
when properly allocated. 

c. Costs of training in educational institutions arc not allowable, 
except to the extent specifically provided in the contract. 

15-2QU. j;3 TiU. SPORThTId., EXP5IISBS . Transportation expenses include the cost 
of freight, express, cartage and postage relating either to goods purchased, in 
process, or delivered. 

*ihcn such costs can readily bo identified with the items involved 
the" nay be direct costed or added to the cost of such material. (See paragraph 
15-204.22). "here identification with the materials received cannot readily be 
made, inbound transportation expense nay bo charged to the appropriate indirect 
expense accounts, provided the contractor follows a consistent procedure in this 
respect. Outbound freight, if reimbursable under the terms of the contract, 
should be treated as direct charges. 


15-20. > ;..UU . itblVZL hApdiSSS . This includes costs of transportation, lodging, 
subsistence and incidental expenses incurred by contractor personnel in a 
travel status while on official company business. 

a. Travel expenses incurred in the normal course of overall 
administration of the business and applicable to the entire business are allowable 
when properly allocated. 

b. Travel expenses directly attributable to contract performance may 
be charged to the contract in accordance with the principle of direct costing. 



c. Subsistence and lodging including tips or similar incidental 
c^tuscs be reimbursed c inner on an actual or p r diem basis. The basis 
selected should be consistently followed. 

d. Costs of premium transportation nay be allowed when it is shown 
to be necessary to performance of the contract. 

o. Entertainment expenses are not allowable, 
x. costs of personnel movement ox a. special, or mass nature* arc- 
allowable only when authorized or approved in writing by the Contracting Officer. 


> 


OGC/GWM:lwt March 9, 1956 

MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 


1. In accordance with the request of the ASPR Committee (Minutes of Meeting 
of 28 February 1956, Item 12), the Editing Subcommittee met on March 2, 5, 
and 6, jointly with the Section XV Subcommittee and itself met in a further 
meeting on March 7, 1956. 

2- The joint subcommittees discussed each of the areas referred to in para- 
graph 1 of the Editing Subcommittee report of February 27, 1956, and recom- 
mendations with respect to each area are set forth below under A, B, and C. 

The edited material prepared by the Editing Subcommittee as a result of 
such discussions is contained in the appropriately numbered paragraphs of 
the attached TAB B. The bracketed references are to paragraphs in the 
Section XV Subcommittee draft as submitted for editing. 

A. Material and Supply Costs - ASPR 15-204. 2(n)(6) ^75-204. ZU/ 

The Problem : 

In regard to transfers between divisions or organizations under 
common control of items not regularly manufactured and sold through 
commercial channels, the Editing Committee recommended that sub- 
paragraph 6 include the following words before the proviso: 

“or the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, 
whichever is lowest.” 

Joint Recommendation : 

Do not include the words: 

“or the cost to the transferor”. 

Include the words: 

“or the prices of other suppliers for the same or 
substantially similar items, whichever is loWer,” 
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B. Research and Development Costs - ASPR 15-204. 2(v)(3) ^15-204. 34(ii) / 
The Problem: 

The Editing Subcommittee recommended that, in subparagraph 3, 
the term “product line” be clarified and that consideration be given 
to whether the proposed allocation of the costs of related research to 
“all production work of the contractor” would create an inequity 
since such costs would be allowable only to the extent the research 
was related to the “contract product or product line.” 

Joint Recommendation I: 

Change the term “contract product or product line” to “contract 
product line.” This was recognized as a temporary expedient which 
would probably have the effect of limiting the term “product line” 
so that it would not be construed as having the broadest possible applica- 
tion, i.e., all products sold by the contractor. There was general agree- 
ment that such a broad application was not intended and would be un- 
desirable. However, a protracted discussion did not produce any general 
consensus of opinion on what area the term was intended to cover or 
what coverage would be desirable. The problem requires further study. 

Joint Recommendation II : 

The words “if allocated to all production work of the contractor” 
should be deleted to avoid an inequity and the following words should 
be added to the proviso before the period: 

“and the costs are allocated to all production work of the 
contractor on the contract product line.” 

C. Pension Plans - ASPR 15-204. 2(q)^.SPR 15-204.26/ 


I. The Substantive Issue Problem. 

In regard to the issue relating to reversionary credits arising out 
of future abnormal terminations (discussed in paragraph 3.C.I. of the 
report of February 27, 1956), the Section XV Subcommittee was in 
agreement that its draft as submitted for editing was not intended to 
provide for retrospective accounting in addition to a discount of 
current costs or realistic recognition in the actuarial calculation of 
current costs in order to give effect to the anticipated future credits 
or gains arising out of “abnormal” terminations. Accordingly, it was 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASFR 1 5-204. 2(q) in the disjunctive rather than the conjunction by deleting 
the “and” and retaining the “or” between them. 

It appeared that some of the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of “normal” employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of “normal employee turnover” is 
made in the redraft of subparagraph ( 3)(iii)(A) (appearing as (3)(iv)(A) 
in TAB B . 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment “shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor.” In regard to the words “some other writing binding on the 
Government and the contractor”, the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence* or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- 
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) -which is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency, with Parrt 6~, Section XV 

Following submission of the re port of Febr u ar y 27, F9 5b, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service And learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arranged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 

Actually, no pension plans are necessarily required to be approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 

In the case of the latter, the review would most usually come about as 
a result of the employer’s deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is “qualified” or not. 

To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2(q) 

3. Except for the single dissent mentioned above with respect to paragraph 2.C.I., 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2. A. and 2.B., Mr, Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 

Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the iacoV of Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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4. The Editing Subcommittee submits herewith an edited draft ,.A Part 2, 
Section XV, in accordance with the assignment of the AS PR Committee 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of ‘'side” agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 

Navy Member 
Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY 
Air Force Member 

Section XV Subcommittee: 


Army 


Navy 


J. O. Hunnicutt, Jr., Major, DCSLOG 
T. P. Partyka, AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 


Arthur C. Sawallisch, ONM 
E. T. Cook, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 


DOD 


Air Force 


H. H. Gallup, OSD (S&L) , 

Chairman, Section XV Committee 


Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
Arthur Cox, AMC, Dayton 
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5 March 1956 


AFMPP-PR-2 

MEMORANDUM FOR ASPR EDITING AND SECTION XV PART 2 SUBCOMMITTEES 

SUBJECT: Editing Subcommittee's Change to Paragraphs 15-204. 21(f) and 

15-204. 34(b) (ii) Section XV Part 2 Cost Principles 

1. The Air Force Procurement member of the Contract Cost Principles 
Subcoinaittee having given further consideration to the Editing Subcommit- 
tee's changes to (i) the material and supply paragraph relating to inter- 
divisional transfer of such items and (ii) the paragraph on related 
research, finds he cannot agree to the changes considered by Section XV 
and Editing Subcommittees on 2 March 1956. 

2. Consider first the edited changes to Interdivisional transfer 
language, namely, the insertion of the words "or, the prices of other 
suppliers for the same or substantially similar items, whichever is 
lower.” 

Reasons advanced for this addition were somewhat as follows: 

a. "While it may not be likely to ordinarily occur, it is 
conceivable that a company might transfer goods from one division to 
another for use on a government contract at a 'price' based on existing 
market conditions which would be below the original cost to the trans- 
feror. Without this language the Government would be obligated to pay 
the transferor '8 cost, although the company might be willing to make 
the transfer at a price below cost". 

Conment : Such a situation could only occur where such 

materials were in stock. The chances that this 
situation is ever likely to occur so that the contract 
costs would be affected in any material amount is so remote 
as to be beyond such serious consideration as to change the 
paragraph on interdivisional transfers. Companies just don't 
go about carrying large obsolete or non-usable materials in 
stock. 

b. "This language would cover a situation where a contractor elects 
to manufacture in one of his other divisions an item which is not normally 
manufactured by that division, but which is regularly manufactured by another 
'outside' company; and in such situation the change in the paragraph would 
limit the contractor's reimbursement for such item to the lower of his manu- 
facturing cost or the price he would have paid had the item been bought from 
the normal outside manufacturer". 

Conment : Again, this is a situation that is "conceivable" but 

its actual occurrence is so remote that it need not 
and should not be covered in the language relating to inter - 


TAB A 



divisional transfers. Such language can only lead to confusion 
among auditors, contracting officers and contractors as to how 
and when it applies. This type of situation can best be handled 
by the contracting officer in his approval authority over sub- 
contracts. 

3. The change to the paragraph covering related research which 
would allocate to the contract the cost of its related research is, 
likewise, not agreed to. 

4. The Contract Cost Principle Subcommittee, acting on instructions 

from the ASPR Committee, provided in its revision to the cost principles 
that related research related to the contract product line should be 
allocated to all production work of the contractor. This was based on 
the ASPR Committee '8 decision that a little more liberal treatment should 
be taken on accepting related research cost than the present existing 
ASPR 15-204(s) provides, which is: "Research and development specifically 

applicable to the supplies or services covered by the contract." 

5. The Air Porce Procurement member feels that there should be no 
change in the allocation to all production work of related research related 
to the contract product line. 


PAUL M. SOUTHWELL 
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March 9, 1956 


art 2 — Supply Contracts, and Service and Research 

and Development Contracts with Organizations 

Having Commercial Type Accounting Systems 


_Scope of Part. This Part sets forth principles and standards for the 


15-200 
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a e termination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurement of supplies, services, and research and development work. How- 
ever ' th ‘" does not apply to contracts for services or researched development 

work with contractors or subcontractors which do not have commercial type account- 

mg systems, or for facilities, construction, or architect-engineer services 
related to construction. 


15-201 Basic Considerations. 


i - 5 - 201 - 1 Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

~ ~ 201,2 Fa ctors Affecting Allowability of Costs . Factors to be considered 
m determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 


I! -201 - 3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 


15-201.4 Contracto r’s Accounting System . The requirements concerning 
record keeping and approval of the contractor’s accounting procedures and 
practices are set forth in the ' Records clause (ASPR 7*203.7). 

15-202 Direct Costs. 


I 3 :. 202 ; 1 General . Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, of project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shall be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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identifiable . When the contractor is engaged in both defense and non— defense 
production or services, this principle must be applied consistently to both, 
"When the accounting expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202,2 Direct Material Costs . Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
sre directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203.5. 

15-202,3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform - 
ance of a contract or other work of the contractor. Average rates may be 
used where the contractor demonstrates that the results are equitable. Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen’s compensation insurance, where it is the established practice 
"of the contractor to- treat these iteims as a part of direct labor costs. 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor’s products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor’s fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect-manufacturing and production costs 
on a time basis, such as direct labor man-hours or machine— hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra -pay shift, and multi -shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor’s products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)) . However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor’s products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor’s commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs . General and administrative costs 
consist of items of cost attributable to the overall management, supervision, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor’s entire 
business; 

(ii) the ultimate objective of distributing general and administrative 
costs consistently with the general and administrative effort in- 
volved in each element of the contractor’s business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203. 1(b). 

15-204 Principles and Standards for Selected Items of Cost . 

15-204.1 General . Applications of the above basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 


4 



1 


cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and, where appropriate, the 
treatment of similar or related items. 

— 2 04 , 2 Costs Allowable in Wliole or in Part. 

( a ) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. Only the following advertising’ 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor’s industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

( b ) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor’s bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to *11 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor’s established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor’s employees at the contractor’s facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by*the contractor or by a 
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concessionaire, shall be treated as a credit to costs of all production within 
the contractor’s plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts. When it is the policy 
°J h ^ praetor to furnish such services at a loss, losses on such operation 
shall not be allowed as a cost unless specifically provided for in the contract. < 


Civil De fense Costs. Civil defense costs are those incurred in the 
planning for, and the protection of life and property against, the possible effects 
o enemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, including costs in excess of normal plant protection costs, first- 
aid training and supplies, fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measures^ 
undertaken on the contractor’s premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contract, contributions to local civil defense funds or projects not on 

the contractor’s premises are unallowable. 


(®) Compensation fo r Personal Ser vices. (Reserved) 

^ Contr ibutions and Donations . Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 


(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 

period of economic usefulness in the particular contractor’s operations as 
distinguished from physical life. 
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(2) Depreciation on a contractor’s plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally accepted accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion allowed in any accounting period may, consistent with the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

(4) Where the contractor has applied for, received, and accepted 

a determination of “true depreciation” from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for “true depreciation” over the emergency 
period (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than “true deprecia- 
tion as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of “true depreciation” must be followed con- 
sistently throughout the life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
“true depreciation” (or normal depreciation if the contractor has elected 
not to use ‘true depreciation”) allowable during the emergency period. 

(5) Unless otherwise provided for in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor’s 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books, 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and^qjyiployee counselling services, incurred, in accordance 
with the contractor’s established practice or custom in the industry or area, 
for the improvement of working conditions, employer -employee relations, 
employee morale, and employee performance, are allowable. Such costs shall 
be equitably allocated to all work of the contractor. Income generated from 
any of these activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits, such as pay for vacations, 
holidays, sick leave, military leave, and employee insurance, are allowable 

to the extent required by law, employer -employee agreement, or an established 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor’s part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j) Insurance and Indemnification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see ASPR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 

or otherwise. 

(2) Costs of insuiance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable. 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers., partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203.22). Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(l) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Governrrent 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 


(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

(1) The net costs of such items -as raw material, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203.5). 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 

and saivage und material and supplies returned to vendors Such income and 

other credits shall either be credited directly to cost of the material or sup- 
plies involved or be allocated (as credits) to indirect costs. However, where 
the contractor can demonstrate that failure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include “write-downs” or “write-ups” of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor’s sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(°) Overtime, Extra-Pay Shift, and Multi-Shift Premiums . The premium 
portion of overtime, extra-pay shift, and multi-shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 

The premium portion of overtime, extra -pay shift, and multi- shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to commercial as well as Govern- 
ment work. When such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Gove rnment work 
being concurrently performed in the contractor’s plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans i 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q).) v 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance With the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 


(i) such costs shall meet the requirements of ASPR 15-201.2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approvaL of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy* an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary’s calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent termination credits unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree- 
ment binding on the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 


Plant Protection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; depreciation on plant pro- 
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 


Other. 


Professional Service Costs - Legal, Ac countint 


jmeerim 


(1) Costs of professional services rendered by the members of a 
particular profession separately engaged by the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)) . 

(2) Factors to be considered in determining the allowability of costs 
in a particular case include: 

(i) the past pattern of such costs, particularly in the years prior ' 
to the award of Government contracts; 
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( ii) the impact of Government contracts on the contractor’s 
business; 

(iii) the nature and scope of managerial services expected of the 
contractor’s own organization; and 

(iv) whether the proportion of Government work to the contractor’s 
total business is such as to influence the contractor in favor 

of incurring the cost, particularly where the services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and re- 
lated costs, incurred in connection with patent infringement litigation, are un- 
allowable unless otherwise provided for in the contract 

(t) Recruiting Costs . Costs of “help wanted’’ advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptituds and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies, costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, condi- 
tion, and value of the facilities leased, options available, and other provisions 
of the rental agreement. 

(2) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as in- 
surance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceed normal costs , such as depreciation, taxes . insurance , and maintenance , borne 
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by the lessor, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research and Development Costs. 

(1) Research and development costs (sometimes referred to as general 

engineering costs) are divided into two major categories, for the purpose of 

contract costing: (i) general research, also referred to as basic research, 

fundamental research; pure research, and blue-sky research; and (ii) related 

research or development, also'referred to as applied research, product research 
and product line research. ’ 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. Generally, 

the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor’s independent 
general research program; 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor’s previous years' 
independent research programs; and 

(v) proportion of Government business to contractor’s total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, Or processes, exclusive of design, manufacturing, and production 
engineering (see ASPR 15-204. 2(m)) . Costs of a contractor’s independent re- 
lated research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement type 
production contract; provided the research is related to the contract product 
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line and the costsvare allocated to all production work of the contractor on the 
contract product line. Such research costs are unallowable under cost- reim- 
bursement type research and development contracts. 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) . 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs are un- 
allowable unless expressly set forth in the contract. 

(x) Service and Installation Cost s. Costs of servicing the product in- 
stallation, and training Government personnel in the use, maintenance, and 
operation of the product are allowable. 

(y) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 

(ii) employer-employee agreement, (iii) established policy that constitutes, 

in effect, an implied agreement on the contractor’s part, or (iv) circumstances 
of the particular employment. 

(2) For contract costing purposes, severance pay is divided into two 
categories as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to all classes of work being performed in the 
contractor’s plant at the time of payment; however, where 

x the contractor provides for accrual of pay for normal 

severances such method will be acceptable if the amount 
of the accrual is reasonable in light of payments actually 
made for normal severances over a representative past 
period; and 


16 


(ii) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor shall 
be assigned to the entire period of employment with the con- 
tractor and equitably allocated to all business of the con- 
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may be made in 
case of completed cost-reimbursement type Contracts when 
it is reasonable to assume that severance pay allocable to 
the contract will be made in the future. 

( z ) Special Tooling Costs . The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the per- 
formance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, arid special test equipment. Costs of special tooling, ac- 
quired for the performance of Government contracts, are allowable and shall be 
charged directly to such contracts. 

(aa) Taxes. 

(l) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general; taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting pr inciples are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based On an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital im— 
provernents. 
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(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; 

a 

(ii) agrees to comply with such instructions; and 

(iii) agrees to take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern- 
ment, to determine the legality of such assessment or, as the 
case may be, to secure a refund of such taxes and any interest 
or penalties thereon. 

Interest and penalties incurred by a contractor by reason of the nonpayment 
of any tax at the direction of the contracting officer are allowable. Reasonable 
costs of any proceeding instituted by the contractor at the direction of the con- 
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable. 

, (3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest, thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government. 

(bb) Trade, Business, Technical, and Professional Activity Costs . 

(1) Membe r ship s . Costs of membership in trade, business, technical, 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, profes- 
sional, and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable. 

(cc) Training Costs. Costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees, in- 
cluding costs of the director of training and staff, training materials, and text 
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books, and tuition and fees when the training is conducted by educational 
institutions, are allowable when limited to on the job training and when 
properly allocated. Costs of training in educational institutions are unallow- 
able, except to the extent specifically provided in the contract. 

( dd ) Transportation Costs. Transportation costs include freight, ex- 
press, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. When such costs can readily be identified with the 
items involved, they may be direct costed or added to the cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro- 
priate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

, . J raVel COsts include costs of transportation, lodging, subsistence, 

and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall adminis- 
tration of the business and applicable to the entire business are allowable. 

Such costs shall be equitably allocated to all work of the contractor. 

(3) Travel costs directly attributable to contract performance may 
be charged directly to the contract. 

(4) Subsistence and lodging, including tips or similar incidental costs 
are allowable either on an actual or per diem basis. The basis selected shall ' 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 


(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders’ meetings, proxy solicitations, preparation and publication of 
reports to shareholders, preparation and submission of required reports and 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee meetings are allowable. Such costs shall be equitably allocated to 
all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204.3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in writing by the 
contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204. 3(i); and 

(iii) ASPR 15-204. 3(k) . 


15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or estimated) 
arising from uncollectible customers’ accounts and other claims, related col- 
lection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity, or even with an assurance of their happening, are un- 
allowable. (For self-insurance programs see ASPR 204. 2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social activi- 
ties, and incidental costs relating thereto, such as meals, lodging, rentals, 
transportation, and gratuities, are unallowable. 

(d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reasonably necessary for standby purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regula- 
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con- 
tracting officer. 

(f) Interest and Other financial Costs. Interest (however represented), 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori- 
ties under the conditions set forth in ASPR 15-204. 2(aa) (but see ASPR15-204.2 
(«))• 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor’s contributed portion under cost- 
sharing contracts), whether such other contract is of a supply, research and 
development, or other nature, is unallowable as a cost of performance of the 
Government contract. 

(h) Organization Costs . Expenditures in connection with organization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. (See ASPR 15-lxx.) 

( j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or ex- 
change of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con- 
tract costs. 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor’s facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable except that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

(l) General. 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) ASPR 15-204. 2(g)(3); 

(ii) ASPR 15-204.2(1) (1), last sentence; 

(iii) ASPR 15-204. 2(s)(3) , first sentence; 
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(iv) ASPR 15-204. 2(t), last sentence; 

(v) ASPR 15-204. 2(w); first proviso; 

(vi) ASPR 15-204. 2(aa)(l)(i) through (iv); and 

(vii) ASPR 15-204. 2(ee)(5) 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if authorized 
or approved by the Government. See for example: 


(i) ASPR 15-204. 2(c), last sentence; 

(ii) ASPR 15-204. 2(d), last sentence; 

(iii) ASPR 15-204. 2(g)(5); 

(iv) ASPR 15-204. 2(j)(3)(iii) and (iv), and (4); 

(v) ASPR 15-204. 2(1)(2); 

(vi) ASPR 15-204.2(o), second sentence; 

(vii) ASPR 15-204. 2(p), second sentence; 

(viii) ASPR 15-204. 2(s)(3) , last sentence; 

(ix) ASPR 15 - 2 04. 2 (u) (2); 

(x) ASPR 15-204. 2(w); 

(xi) ASPR 15-204. 2(aa)(2); 

(xii) ASPR 15-204, 2(cc), last sentence; and 
(xiii) ASPR 15-204. 2(ee)(6) 
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OGC/GWM:lwt March 9, 1956 

MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 


1. In accordance with the request of the ASPR Committee (Minutes of Meeting 
of 28 February 1956, Item 12), the Editing Subcommittee met on March 2, 5, 
and 6, jointly with the Section XV Subcommittee and itself met in a further 
meeting on March 7, 1956. 

2- The joint subcommittees discussed each of the areas referred to in para- 
graph 1 of the Editing Subcommittee report of February 27, 1956, and recom- 
mendations with respect to each area are set forth below under A, B, and C. 

The edited material prepared by the Editing Subcommittee as a result of 
such discussions is contained in the appropriately numbered paragraphs of 
the attached TAB B. The bracketed references are to paragraphs in the 
Section XV Subcommittee draft as submitted for editing. 

A. Material and Supply Costs - ASPR 15-204. 2(n)(6) ^75-204. ZU/ 

The Problem : 

In regard to transfers between divisions or organizations under 
common control of items not regularly manufactured and sold through 
commercial channels, the Editing Committee recommended that sub- 
paragraph 6 include the following words before the proviso: 

“or the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, 
whichever is lowest.” 

Joint Recommendation : 

Do not include the words: 

“or the cost to the transferor”. 

Include the words: 

“or the prices of other suppliers for the same or 
substantially similar items, whichever is loWer,” 
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B. Research and Development Costs - ASPR 15-204. 2(v)(3) ^15-204. 34(ii) / 
The Problem: 

The Editing Subcommittee recommended that, in subparagraph 3, 
the term “product line” be clarified and that consideration be given 
to whether the proposed allocation of the costs of related research to 
“all production work of the contractor” would create an inequity 
since such costs would be allowable only to the extent the research 
was related to the “contract product or product line.” 

Joint Recommendation I: 

Change the term “contract product or product line” to “contract 
product line.” This was recognized as a temporary expedient which 
would probably have the effect of limiting the term “product line” 
so that it would not be construed as having the broadest possible applica- 
tion, i.e., all products sold by the contractor. There was general agree- 
ment that such a broad application was not intended and would be un- 
desirable. However, a protracted discussion did not produce any general 
consensus of opinion on what area the term was intended to cover or 
what coverage would be desirable. The problem requires further study. 

Joint Recommendation II : 

The words “if allocated to all production work of the contractor” 
should be deleted to avoid an inequity and the following words should 
be added to the proviso before the period: 

“and the costs are allocated to all production work of the 
contractor on the contract product line.” 

C. Pension Plans - ASPR 15-204. 2(q)^.SPR 15-204.26/ 


I. The Substantive Issue Problem. 

In regard to the issue relating to reversionary credits arising out 
of future abnormal terminations (discussed in paragraph 3.C.I. of the 
report of February 27, 1956), the Section XV Subcommittee was in 
agreement that its draft as submitted for editing was not intended to 
provide for retrospective accounting in addition to a discount of 
current costs or realistic recognition in the actuarial calculation of 
current costs in order to give effect to the anticipated future credits 
or gains arising out of “abnormal” terminations. Accordingly, it was 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASFR 1 5-204. 2(q) in the disjunctive rather than the conjunction by deleting 
the “and” and retaining the “or” between them. 

It appeared that some of the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of “normal” employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of “normal employee turnover” is 
made in the redraft of subparagraph ( 3)(iii)(A) (appearing as (3)(iv)(A) 
in TAB B . 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment “shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor.” In regard to the words “some other writing binding on the 
Government and the contractor”, the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence* or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- 
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) -which is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency, with Parrt 6~, Section XV 

Following submission of the re port of Febr u ar y 27, F9 5b, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service And learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arranged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 

Actually, no pension plans are necessarily required to be approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 

In the case of the latter, the review would most usually come about as 
a result of the employer’s deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is “qualified” or not. 

To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2(q) 

3. Except for the single dissent mentioned above with respect to paragraph 2.C.I., 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2. A. and 2.B., Mr, Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 

Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the iacoV of Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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4. The Editing Subcommittee submits herewith an edited draft ,.A Part 2, 
Section XV, in accordance with the assignment of the AS PR Committee 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of ‘'side” agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 

Navy Member 
Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY 
Air Force Member 

Section XV Subcommittee: 


Army 


Navy 


J. O. Hunnicutt, Jr., Major, DCSLOG 
T. P. Partyka, AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 


Arthur C. Sawallisch, ONM 
E. T. Cook, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 


DOD 


Air Force 


H. H. Gallup, OSD (S&L) , 

Chairman, Section XV Committee 


Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
Arthur Cox, AMC, Dayton 
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5 March 1956 


AFMPP-PR-2 

MEMORANDUM FOR ASPR EDITING AND SECTION XV PART 2 SUBCOMMITTEES 

SUBJECT: Editing Subcommittee's Change to Paragraphs 15-204. 21(f) and 

15-204. 34(b) (ii) Section XV Part 2 Cost Principles 

1. The Air Force Procurement member of the Contract Cost Principles 
Subcoinaittee having given further consideration to the Editing Subcommit- 
tee's changes to (i) the material and supply paragraph relating to inter- 
divisional transfer of such items and (ii) the paragraph on related 
research, finds he cannot agree to the changes considered by Section XV 
and Editing Subcommittees on 2 March 1956. 

2. Consider first the edited changes to Interdivisional transfer 
language, namely, the insertion of the words "or, the prices of other 
suppliers for the same or substantially similar items, whichever is 
lower.” 

Reasons advanced for this addition were somewhat as follows: 

a. "While it may not be likely to ordinarily occur, it is 
conceivable that a company might transfer goods from one division to 
another for use on a government contract at a 'price' based on existing 
market conditions which would be below the original cost to the trans- 
feror. Without this language the Government would be obligated to pay 
the transferor '8 cost, although the company might be willing to make 
the transfer at a price below cost". 

Conment : Such a situation could only occur where such 

materials were in stock. The chances that this 
situation is ever likely to occur so that the contract 
costs would be affected in any material amount is so remote 
as to be beyond such serious consideration as to change the 
paragraph on interdivisional transfers. Companies just don't 
go about carrying large obsolete or non-usable materials in 
stock. 

b. "This language would cover a situation where a contractor elects 
to manufacture in one of his other divisions an item which is not normally 
manufactured by that division, but which is regularly manufactured by another 
'outside' company; and in such situation the change in the paragraph would 
limit the contractor's reimbursement for such item to the lower of his manu- 
facturing cost or the price he would have paid had the item been bought from 
the normal outside manufacturer". 

Conment : Again, this is a situation that is "conceivable" but 

its actual occurrence is so remote that it need not 
and should not be covered in the language relating to inter - 
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divisional transfers. Such language can only lead to confusion 
among auditors, contracting officers and contractors as to how 
and when it applies. This type of situation can best be handled 
by the contracting officer in his approval authority over sub- 
contracts. 

3. The change to the paragraph covering related research which 
would allocate to the contract the cost of its related research is, 
likewise, not agreed to. 

4. The Contract Cost Principle Subcommittee, acting on instructions 

from the ASPR Committee, provided in its revision to the cost principles 
that related research related to the contract product line should be 
allocated to all production work of the contractor. This was based on 
the ASPR Committee '8 decision that a little more liberal treatment should 
be taken on accepting related research cost than the present existing 
ASPR 15-204(s) provides, which is: "Research and development specifically 

applicable to the supplies or services covered by the contract." 

5. The Air Porce Procurement member feels that there should be no 
change in the allocation to all production work of related research related 
to the contract product line. 


PAUL M. SOUTHWELL 
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art 2 — Supply Contracts, and Service and Research 

and Development Contracts with Organizations 

Having Commercial Type Accounting Systems 


_Scope of Part. This Part sets forth principles and standards for the 


15-200 
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a e termination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurement of supplies, services, and research and development work. How- 
ever ' th ‘" does not apply to contracts for services or researched development 

work with contractors or subcontractors which do not have commercial type account- 

mg systems, or for facilities, construction, or architect-engineer services 
related to construction. 


15-201 Basic Considerations. 


i - 5 - 201 - 1 Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

~ ~ 201,2 Fa ctors Affecting Allowability of Costs . Factors to be considered 
m determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 


I! -201 - 3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 


15-201.4 Contracto r’s Accounting System . The requirements concerning 
record keeping and approval of the contractor’s accounting procedures and 
practices are set forth in the ' Records clause (ASPR 7*203.7). 

15-202 Direct Costs. 


I 3 :. 202 ; 1 General . Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, of project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shall be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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identifiable . When the contractor is engaged in both defense and non— defense 
production or services, this principle must be applied consistently to both, 
"When the accounting expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202,2 Direct Material Costs . Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
sre directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203.5. 

15-202,3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform - 
ance of a contract or other work of the contractor. Average rates may be 
used where the contractor demonstrates that the results are equitable. Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen’s compensation insurance, where it is the established practice 
"of the contractor to- treat these iteims as a part of direct labor costs. 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor’s products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor’s fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect-manufacturing and production costs 
on a time basis, such as direct labor man-hours or machine— hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra -pay shift, and multi -shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor’s products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)) . However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor’s products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor’s commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs . General and administrative costs 
consist of items of cost attributable to the overall management, supervision, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor’s entire 
business; 

(ii) the ultimate objective of distributing general and administrative 
costs consistently with the general and administrative effort in- 
volved in each element of the contractor’s business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203. 1(b). 

15-204 Principles and Standards for Selected Items of Cost . 

15-204.1 General . Applications of the above basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and, where appropriate, the 
treatment of similar or related items. 

— 2 04 , 2 Costs Allowable in Wliole or in Part. 

( a ) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. Only the following advertising’ 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor’s industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

( b ) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor’s bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to *11 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor’s established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor’s employees at the contractor’s facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by*the contractor or by a 
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concessionaire, shall be treated as a credit to costs of all production within 
the contractor’s plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts. When it is the policy 
°J h ^ praetor to furnish such services at a loss, losses on such operation 
shall not be allowed as a cost unless specifically provided for in the contract. < 


Civil De fense Costs. Civil defense costs are those incurred in the 
planning for, and the protection of life and property against, the possible effects 
o enemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, including costs in excess of normal plant protection costs, first- 
aid training and supplies, fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measures^ 
undertaken on the contractor’s premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contract, contributions to local civil defense funds or projects not on 

the contractor’s premises are unallowable. 


(®) Compensation fo r Personal Ser vices. (Reserved) 

^ Contr ibutions and Donations . Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 


(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 

period of economic usefulness in the particular contractor’s operations as 
distinguished from physical life. 
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(2) Depreciation on a contractor’s plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally accepted accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion allowed in any accounting period may, consistent with the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

(4) Where the contractor has applied for, received, and accepted 

a determination of “true depreciation” from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for “true depreciation” over the emergency 
period (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than “true deprecia- 
tion as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of “true depreciation” must be followed con- 
sistently throughout the life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
“true depreciation” (or normal depreciation if the contractor has elected 
not to use ‘true depreciation”) allowable during the emergency period. 

(5) Unless otherwise provided for in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor’s 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books, 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and^qjyiployee counselling services, incurred, in accordance 
with the contractor’s established practice or custom in the industry or area, 
for the improvement of working conditions, employer -employee relations, 
employee morale, and employee performance, are allowable. Such costs shall 
be equitably allocated to all work of the contractor. Income generated from 
any of these activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits, such as pay for vacations, 
holidays, sick leave, military leave, and employee insurance, are allowable 

to the extent required by law, employer -employee agreement, or an established 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor’s part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j) Insurance and Indemnification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see ASPR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 

or otherwise. 

(2) Costs of insuiance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable. 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers., partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203.22). Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(l) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Governrrent 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 


(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

(1) The net costs of such items -as raw material, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203.5). 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 

and saivage und material and supplies returned to vendors Such income and 

other credits shall either be credited directly to cost of the material or sup- 
plies involved or be allocated (as credits) to indirect costs. However, where 
the contractor can demonstrate that failure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include “write-downs” or “write-ups” of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor’s sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(°) Overtime, Extra-Pay Shift, and Multi-Shift Premiums . The premium 
portion of overtime, extra-pay shift, and multi-shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 

The premium portion of overtime, extra -pay shift, and multi- shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to commercial as well as Govern- 
ment work. When such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Gove rnment work 
being concurrently performed in the contractor’s plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans i 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q).) v 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance With the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 


(i) such costs shall meet the requirements of ASPR 15-201.2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approvaL of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy* an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary’s calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 


13 





retrospective accounting and any necessary adjustment 
for such subsequent termination credits unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree- 
ment binding on the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 


Plant Protection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; depreciation on plant pro- 
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 


Other. 


Professional Service Costs - Legal, Ac countint 


jmeerim 


(1) Costs of professional services rendered by the members of a 
particular profession separately engaged by the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)) . 

(2) Factors to be considered in determining the allowability of costs 
in a particular case include: 

(i) the past pattern of such costs, particularly in the years prior ' 
to the award of Government contracts; 
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( ii) the impact of Government contracts on the contractor’s 
business; 

(iii) the nature and scope of managerial services expected of the 
contractor’s own organization; and 

(iv) whether the proportion of Government work to the contractor’s 
total business is such as to influence the contractor in favor 

of incurring the cost, particularly where the services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and re- 
lated costs, incurred in connection with patent infringement litigation, are un- 
allowable unless otherwise provided for in the contract 

(t) Recruiting Costs . Costs of “help wanted’’ advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptituds and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies, costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, condi- 
tion, and value of the facilities leased, options available, and other provisions 
of the rental agreement. 

(2) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as in- 
surance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceed normal costs , such as depreciation, taxes . insurance , and maintenance , borne 
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by the lessor, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research and Development Costs. 

(1) Research and development costs (sometimes referred to as general 

engineering costs) are divided into two major categories, for the purpose of 

contract costing: (i) general research, also referred to as basic research, 

fundamental research; pure research, and blue-sky research; and (ii) related 

research or development, also'referred to as applied research, product research 
and product line research. ’ 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. Generally, 

the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor’s independent 
general research program; 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor’s previous years' 
independent research programs; and 

(v) proportion of Government business to contractor’s total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, Or processes, exclusive of design, manufacturing, and production 
engineering (see ASPR 15-204. 2(m)) . Costs of a contractor’s independent re- 
lated research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement type 
production contract; provided the research is related to the contract product 
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line and the costsvare allocated to all production work of the contractor on the 
contract product line. Such research costs are unallowable under cost- reim- 
bursement type research and development contracts. 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) . 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs are un- 
allowable unless expressly set forth in the contract. 

(x) Service and Installation Cost s. Costs of servicing the product in- 
stallation, and training Government personnel in the use, maintenance, and 
operation of the product are allowable. 

(y) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 

(ii) employer-employee agreement, (iii) established policy that constitutes, 

in effect, an implied agreement on the contractor’s part, or (iv) circumstances 
of the particular employment. 

(2) For contract costing purposes, severance pay is divided into two 
categories as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to all classes of work being performed in the 
contractor’s plant at the time of payment; however, where 

x the contractor provides for accrual of pay for normal 

severances such method will be acceptable if the amount 
of the accrual is reasonable in light of payments actually 
made for normal severances over a representative past 
period; and 
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(ii) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor shall 
be assigned to the entire period of employment with the con- 
tractor and equitably allocated to all business of the con- 
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may be made in 
case of completed cost-reimbursement type Contracts when 
it is reasonable to assume that severance pay allocable to 
the contract will be made in the future. 

( z ) Special Tooling Costs . The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the per- 
formance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, arid special test equipment. Costs of special tooling, ac- 
quired for the performance of Government contracts, are allowable and shall be 
charged directly to such contracts. 

(aa) Taxes. 

(l) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general; taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting pr inciples are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based On an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital im— 
provernents. 
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(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; 

a 

(ii) agrees to comply with such instructions; and 

(iii) agrees to take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern- 
ment, to determine the legality of such assessment or, as the 
case may be, to secure a refund of such taxes and any interest 
or penalties thereon. 

Interest and penalties incurred by a contractor by reason of the nonpayment 
of any tax at the direction of the contracting officer are allowable. Reasonable 
costs of any proceeding instituted by the contractor at the direction of the con- 
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable. 

, (3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest, thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government. 

(bb) Trade, Business, Technical, and Professional Activity Costs . 

(1) Membe r ship s . Costs of membership in trade, business, technical, 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, profes- 
sional, and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable. 

(cc) Training Costs. Costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees, in- 
cluding costs of the director of training and staff, training materials, and text 
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books, and tuition and fees when the training is conducted by educational 
institutions, are allowable when limited to on the job training and when 
properly allocated. Costs of training in educational institutions are unallow- 
able, except to the extent specifically provided in the contract. 

( dd ) Transportation Costs. Transportation costs include freight, ex- 
press, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. When such costs can readily be identified with the 
items involved, they may be direct costed or added to the cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro- 
priate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

, . J raVel COsts include costs of transportation, lodging, subsistence, 

and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall adminis- 
tration of the business and applicable to the entire business are allowable. 

Such costs shall be equitably allocated to all work of the contractor. 

(3) Travel costs directly attributable to contract performance may 
be charged directly to the contract. 

(4) Subsistence and lodging, including tips or similar incidental costs 
are allowable either on an actual or per diem basis. The basis selected shall ' 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 


(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders’ meetings, proxy solicitations, preparation and publication of 
reports to shareholders, preparation and submission of required reports and 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee meetings are allowable. Such costs shall be equitably allocated to 
all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204.3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in writing by the 
contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204. 3(i); and 

(iii) ASPR 15-204. 3(k) . 


15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or estimated) 
arising from uncollectible customers’ accounts and other claims, related col- 
lection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity, or even with an assurance of their happening, are un- 
allowable. (For self-insurance programs see ASPR 204. 2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social activi- 
ties, and incidental costs relating thereto, such as meals, lodging, rentals, 
transportation, and gratuities, are unallowable. 

(d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reasonably necessary for standby purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regula- 
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con- 
tracting officer. 

(f) Interest and Other financial Costs. Interest (however represented), 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori- 
ties under the conditions set forth in ASPR 15-204. 2(aa) (but see ASPR15-204.2 
(«))• 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor’s contributed portion under cost- 
sharing contracts), whether such other contract is of a supply, research and 
development, or other nature, is unallowable as a cost of performance of the 
Government contract. 

(h) Organization Costs . Expenditures in connection with organization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. (See ASPR 15-lxx.) 

( j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or ex- 
change of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con- 
tract costs. 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor’s facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable except that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

(l) General. 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) ASPR 15-204. 2(g)(3); 

(ii) ASPR 15-204.2(1) (1), last sentence; 

(iii) ASPR 15-204. 2(s)(3) , first sentence; 
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(iv) ASPR 15-204. 2(t), last sentence; 

(v) ASPR 15-204. 2(w); first proviso; 

(vi) ASPR 15-204. 2(aa)(l)(i) through (iv); and 

(vii) ASPR 15-204. 2(ee)(5) 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if authorized 
or approved by the Government. See for example: 


(i) ASPR 15-204. 2(c), last sentence; 

(ii) ASPR 15-204. 2(d), last sentence; 

(iii) ASPR 15-204. 2(g)(5); 

(iv) ASPR 15-204. 2(j)(3)(iii) and (iv), and (4); 

(v) ASPR 15-204. 2(1)(2); 

(vi) ASPR 15-204.2(o), second sentence; 

(vii) ASPR 15-204. 2(p), second sentence; 

(viii) ASPR 15-204. 2(s)(3) , last sentence; 

(ix) ASPR 15 - 2 04. 2 (u) (2); 

(x) ASPR 15-204. 2(w); 

(xi) ASPR 15-204. 2(aa)(2); 

(xii) ASPR 15-204, 2(cc), last sentence; and 
(xiii) ASPR 15-204. 2(ee)(6) 
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3 CF THE ASSISTANT SECRBTAHX C MSFENSE 
WASHINGTON 2$, D* C. 


April 3* W56 


MEMORANDUM FOE THE ASPR COMMITTEE 

SUBJECT* Case 53-W*, Section XV, Part 2 
Profit Sharing 
Contributions and Donations 
General Research Costs 


On 3/2/56, the Section XV Committee considered the attached isu- 
randum for the record concerning the three specific areas mentioned in 
the above subject* 

With respect to paragraphs 1 and 2 of the attachment concerning 
profit sharing, before taking any action the Subeonnittee requests 
specific guidance of the ASPfi Committee* However, as to paragraphs 1, 

2a and 2b, it was noted that if these principles are approved, they should 
merely be referred to the Editing Committee* As to paragraph 2c, the 
general feeling of the Subcommittee was that no further paragraphs should 
be added to Compensation since "reasonableness" could be relied upon* 

As to paragraph 3s concerning Contributions and Donations, the 
Subcommittee has no objections to the text* 

Regarding paragraph 3b covering General Research, the Subcommittee 
prefers the treatment accorded in the edited draft dated 3/29/56, as 
modified by the Subcommittee report thereon* 


, H* H* GALLUP 
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HEMQRAKDQH FOR THE RECORD 


ATTACHMENT 

3 / 30/56 


SUBJECTi Profit Sharing Plana, Contribationa and Donations. and 
General Research Costs. 


2 . 


At a nesting held 3/30/56 in the Office of the Assistant Secretary of 
Defense (S&L), it was determined that the proposed revision of 7 

^ ^ 

"Condensation is allowable. (The tern "condensation” Include s 
all amounts paid or set aside, such as.penslon. retirement. 
and_def erred oonpwtfaUoj L benefits f in k^cordan^ ^thT,^^^ 
___ — ^ salaries , wages, royalties, license fees and bonuses.) 
(The total compensation of an individual nay bo Questioned «nd 
the aaount allowed nay be United) and in emmeotion therewith, 
consideration will be given to th# relation of the total eon* 
pensation to the services rendered)". 

In connection with the above, it was also determined that! 

a. The revision of Seetion X? on profit sharing will «iwo™« T 

tbs existing ASPR coverage of the subject to the uaximm 
practicable extent, l.s., no specific use shall bs mad e 
to such tanas as "immediate distribution profit sharing 
plans", "deferred distribution profit sharing plans"7er 
•profit sharing plans". * 

b. TheUtle "Pension and Retirement Benefits" be expanded to 
jj 63 ** ^ an * ian # Retirement, and Deferred Compensation 

* On0 ® pt * >$-**•*<*> *• retained 
therein with the n l nln aa possible changes in language. 

c * * dd f t ^?V to th " language quoted In paragraph 2 above, the 
subject of Co mp ensa t ion may Include additional paragraphs. 

3 * f* **• ^terminod that ASPR coverage on Contributions and Donations, 
and General Research be as fellows i 

a. "Contributions and donatl one arm tsaallowabl s*. 

b * ISl*! ®fu r *!^ rC ? P rograma of a general nature are allowable 
to the extent expressly’ provided far in the contract." 
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OFF I OF THE ASSISTANT SECRETARY OF : ENSE 

VJasliington 25, D. C. 


July 30, 1956 

MEMORANDUM FOk THE. ASFR COMMITTEE 

SUBJECT: Case 53-UU, Revision of Part 2, Section XV, Contract Cost Principles 


In. accordance, with Item 7 of the ASPE Committee Minutes of 7/3/56, your 
Subcommittee considered, the report of the Tax Subcommittee, dated 2.1 June 
1?56, as well as the three specific questions of the ASPR Committee set forth 
in the Minutes referred to above. With respect to the Tax Subcommittee 
report, the following comments are provided: 

1. The ASPR Committee rejected the suggestion that the clause include 
a reference to taxes of "foreign" governments in subparagraph (3.) of the 
clause. 

2. The suggested change in subparagraph (2) of the clause is rejected. 
Your Subcommittee believes that this subparagraph as originally written ade- 
quately covers the problem. With respect to allowance of "interest and 
penalties incurred ....in the absence of instructions from the Contracting 
Officer, if incurred without the fault or negligence of the contractor", a 
government administrative burden is added to determine fault or negligence 
on the part of the contractor in each case and the situation can be avoided 
by the contractor paying the tax under protest. 

3. The suggested addition of a sentence to subparagraph (3) is con- 
curred in. As to the three questions raised by the ASPR Committee, the 
following answers are set forth: 

A. Under subparagraph (1) of the clause will Defense reimburse a 
contractor for taxes "accrued"? 

Answer : Yes, provided accrual is adjusted to actual taxes paid. 

However, to clarify the point beyond question, your Subcommittee proposes that 
in subparagraph (1) of the clause the phrase "in accordance with generally 
accepted accounting principles" be deleted since it is merely repetitive 
of an over-all requirement set forth in paragraph 15-201.2 and that the 
following clarification be substituted "and adjusted to amounts actually paid". 

B. Is the statement contained in subparagraph (a)(ii) sound? 

Answer : Your Subcommittee is unable to find any errors or weak- 

nesses in this subparagraph. 

C. Should the new sentence added to subparagraph (3) be a proviso 
sentence? 

Answer : Yes. 

For reference there is attached a copy of para. l5-20ii.2(y) as now 
recommended by your Subcommittee. 


1 Incl. 


H. H. GALLUP 
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(v) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do net include fines and penalties except as otherwise provided herein. 
In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued and adjusted to 
amounts actually paid are allowable, except fors 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR l5-20l|.3(g)); 

(iii) taxes from which exemptions are available to the contractor 

directly or available to the contractor based on an exemption 
afforded the Government except when the contracting officer 
determines that the administrative burden incident to obtain- 
ing the exemption outweighs the corresponding benefits 
accruing to the Government; and 

(iv) special assessments on land which represent capital improve- 
ments . 

(2) Taxes otherwise allowable under (1) above, but which may be. ille- 
gally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes; 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, in- 
cluding cooperation with and for the benefit of the Govern- 
ment, to (A) determine the legality of such assessment or, 

(3) secure a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at The 
direction of the contracting officer are allowable. Interest and penalties 
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incurred, by a contractor by reason of the nonpayment of any tax at the di- 
rection of the contracting officer are also allowable, 

(3) Any refund of taxes, interest, or penalties, and any payment tc 
the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government, provided any 
interest actually paid or credited to a contractor incident to a refund of 
tax, interest and penalty shall be paid or credited to the Government only 
to the extent that such interest accrued over the period during which the 
contractor had been reimbursed hy the Government for the taxes, interest, 
and penalties. 
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SAC'i'iOH XV SUPCGiirlITT. 


X ^.200 SCO?:: OF PART . This port sets forth principles end standards for the 
determination and allowance of costs in connection with cost-reimbursement type 
contracts and, cost-reimbursement typo subcontracts thereunder for procurement 
of supplies, services, and research a r.d development work with organizations having 
commercial type accounting systems. However, this part does not apply to con- 
tracts for facilities, construction and. architect-engineer services related to 

construction. 

15-201 B ASIC PRINCIPLES AND STAND, JtDS . 

a; Composition of Total Cost . The total cost of a cost-reimbursement 

typo contract is the not sum of (i) the allowable direct costs, (ii) the pro- 
perly allocable portion of allowable indirect costs and (iii) applicable income 

and. other credits. 

b . Factors Affcctto. Aliu.g.Mllty of <-ost S . Tho factors to bo con- 
si,-oroc, in dotornining tho rt.lombU.ity of costs include (i) ros.sonobloness, 

(ii) spplicrtion of gcnorrtly tceoptod accounting principles end practices, 

(iii) exorcise of good business judgment in incurrence of cost, (iv) signifi- 

c.-nt deviation, in the established ur.-ctices of the contractor which substantially 
increase the contract costs, end. (v) any limitations as to types or amounts of 
cost items sot forth in this Part 2 of Section XV or otherwise included in the 

contract. 

c. Credits . The applicable portion of income and other credits, rebates, 
allowances, and equivalent benefits accruing to tho contractor and which are 
related to any allowed cost will bo credited to the Government either as a 

reduction in contract cost or by a cash refund, as appropriate. 

d. Contractor’s Accounting System., The requirements concerning record 

keeping and approval of the contractor's accounting procedures and practices 
arc set forth in the "Records Clause" (See ASPR 7-203.7). 


■r^’ . -.,201, allowable 

•eions of paragraph 1? 

” " r :z~ —• ■“* - - ***• 

rj;- — —rr: --r 

•th the contract or with ot t0 such elements of 

tifiable with . maV of ten he applicable 

directly thereto. ThU P rxnCXP ® engineering services, etc, as 

expense as freight ^ produ ctive labor. Ho—. — «“ ‘°“\ 

as the normal items o £ materials an P ^ ^ ^ app iied consis 

tractor Is engaged in mixed produc . produet3 or services, an 

entiy to the costing of both doiense a. ^ ^ of — items 

— — ‘ ITtreated as indirect expenses. 

iirect costs, may ost of direct materials includes the oost of 

15-202,1 DIHECTMAS^- ' I *' C 005 or £abrlca ted, *,hie» e^er directly 

■“ 

, „ + or which are usea ox 
into the end product or 

furnishing such product. ^ ^ salaries and mages 

15-202,2 DIffiOTUBOH. The cost ^ airectly to the per- 

^ITuiable with and properly ^ . nclade 

— - — 

ance, where i 

+ «f direct labor costs. 

items as a part d Erectly 

items of cosx. ait 

^ shove, the contractor must 

to the contract consistent vath par g P 




i$o5 


___ ijv e expenses in grou * > 

3SW d 

consist of it- *“* rePreS i n advertising, distribution costs ana 
products and include sales prone ^ ^ n „ t considered to Pc alloc 

other related items. Generally,, » ^ £or the r eason that 

able to Government cost-reimhursemen^ ^ ^ ^ nece5S ary tor doing desi- 
sting, in «» ordinary oommerci ^ ^ ^ demonstration of 

ness vrith the Government. Howev ^ ^ ^ be allocated 

benefits t° Government contracts, ^ Uov err»ent con tracts. »- 

between the contractor's commercta t0 the individual 

St allocated to the latter should ^ ^ ^ ^ ^ 

contracts on any recognise* Pas, ^ ^ ^ to identify 

~ — - ^^sol or otherwise, the items of these em- 

in its — * — c " s - 

° VP^SgS General and ad^nistrative ex- 

1^ management, supervision and 

penses consist of costs incurre « ‘ ^ ^ ^ting 6 eneral and 

duct Of the business, toy roco -table results are thereby 

conduct ol ™ provided equitable res 

administrative expense is accept-1 P ^ oonsideration in determ- 

obtained. Some of the ^ (£) ^ oost pattern of the 

thing whether the results are ^ the total cost of the 

Government contracts (that - expenses, represented by 

contract, exclusive of goner ^ relatlon to the cost pattern 

each of the several cost componen dtimate objective of 

ior - Plant or activity as t0 the general and 


TSg? ’ — ' 



consideration should be given to any significant variations of inventories 
between accounting periods, variations in the ratio of contract inventory 
levels to all other inventory levels, and any other relevant factors such 
as those mentioned in paragraph 15-203 (b).. 


• 2 P ^IOD "GR ALLOCATION OF ir.L'HtbCT drt : ,.iI!Siio » The base period for 

allocation of indirect expenses should approximate the period of contract per- 
formance or should be representative of that period. The base period should 
be sufficiently long to avoid inequities in the allocation of costs. 

j J2z£2k ^h-PiICATIONS 07 BASIC COST PRINCIPLES AND STANDARDS TO S.._LLCTLD FlVi <S 
ONCOST. This paragraph states, in some detail, applications of the basic cost 


principles and standards set forth in the preceding paragraphs of this part to 
certc in selectee, items of cost. The statements herein apply irrespective of 
whether the particular item of cost is treated by the contractor as direct 
cost or as indirect cost. Failure to mention any particular item of cost 
herein is not intended to imply that it is either allowable or unallowable. 
With respect uo tnose items not specifically covered, determination as to 
allowability will be made in the light of the basic principles and standards 
and, where appropriate, the treatment of similar or related iter, is in this Part. 
All of the subparagraphs below are subject to the basic principles and 
standards set out in paragraph 15-201. 


15- 2 ok. 1 ADVERTISING. Advertising expenses include the costs of advertising 
media and corollary administrative expenses. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
ou.to.oor advertising, dealer cards and window displays, conventions and exhibits, 
free goods and samples, and sales literature. 
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e. ihe folio* ring advertising costs only are allowable : 

(!*) Advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is placed for the purpose of offering 
financial support to journals which are valuable for the 
dissemination of technical information within the 
contractor's industry, 

( 2..) Help wanted advertising, as set forth . in paragraph 

15-201;. 33. 

15- 2 Ok ,2 x’Jj 0A3TS . fad debt expenses consist cf losses, (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include collection expenses and related legal expenses. These costs are un- 
allowable . 


15-201;. 3 3 3301110 HZhAIISA . Bidding e;cpenses are the costs of preparing bid 

estimates on potential contracts or projects, including the development of 
engineering and cost data necessary to support the contractor's price proposal 
or estimated cost of work performance, Current bidding expenses of both success- 
ful and unsuccessful bids normally will be treated as indirect expenses and 
allocated currently to all business of the contractor, in which event no bidding 
expenses of past accounting periods will be chargeable to the Government 
contract. However, the contractor's established practice may be to treat 
bidding expenses by some other recognized method. Regardless of the method 
used, the results obtained may be accepted only if found to be reasonable and 


equitable , 



demonstrate that they are specifically related to the performance of the con- 
tract. wThen, however, items ordinarily chargeable as indirect costs are 
charged to a Government contract as direct costs, the cost of si mil ar items 
applicable to other work of the contractor must be eliminated from indirect 
costs allocated to the contract, 

1 5-203 INDIRECT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint 
objectives, are accumulated for accounting purposes by departmental activity 

or other logical cost grouping and are charged to the contract and other work 
of the contractor by a process of allocation. Each element thereof is subject 
to the limitations of this part as to allowability. 

(b) No specific rules can be stated as to the method of allocation of 
indirect costs because the actual condition in each instance must be taken into 
account in determining the most suitable method or methods. The objective 
should be the selection of a method or methods which w ill distribute the in- 
direct costs in a fair and equitable manner. The method used in connection 
with Government contracts must, in order to be acceptable, conform with 
generally accepted accounting practices, be applied consistently, and produce 
equitable results. Any significant change, such as in the nature of the 
business, extent of subcontracting, fixed asset improvement programs, the 
volume of sales, the volume of production, manufacturing processes, or the 
products being produced, may require reconsideration of the methods previously 
in use to determine whether they continue to be equitable. Further discussion 
relative to allocation of the individual categories of indirect costs w ill be 
found in the subparagraphs below. 
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i5-20ii.it GeiTl-RIAS, D DIETS ROOIIS Alj DOTRVa FOOD SERVICES . This class of 
expense consists of the cost, less revenue, of operating, or furnishing 
facilities for, cafeterias, dining rooms, canteens, lunch wagons, vending 
machines, or other types of food services for the contractor's employees at 
their regular duty station. Losses from operation of such food services are 
allowable when the services are fairly priced and costed and reasonably 
required by tne nature of the contractor's operations, plant location, 
established policies, or employer -employee agreement. The gains or losses 
from tnese xood services must be appropriately allocated to all activities 
benefited including Government contracts except, however, where (l) the net 
proceeds are for the exclusive benefit of an employee welfare organization 
of tiie contractor, or (2) the food services are rendered for gain by private 
interests beyond the immediate control of the contractor. Under each of the 

above two exceptions, no part of the gains or losses will bo allocable to 
the contract. 


l5-cOii.5 C-iblL Civil defense costs are those incurred in the plan- 

ning for and tne protection of life and property against the possible effects 
of enemy attack. These costs are generally incurred pursuant to plans deve- 
loped by local and state civil defense authorities. Examples of civil defense 
costs include cost in excess of normal plant protection expenses and may con- 
sist of first-aid training and supplies, fire fighting training and equipment, 
posting of additional exit notices and directions and other approved civil 
defense measures. Reasonable costs of civil defense measures undertaken on 
the contractor's premises pursuant to suggestions or requirements of civil 
defense authorities arc allowable when allocated to all work of the contractor. 
In the case of capital assets, acquired for civil defense purposes the costs 


15-203 «1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSES. Indirect manufac- 


turing and production expenses consist of costs which are necessary to the pro- 
ductive process as a whole and are not readily subject to treatment as direct 
costs in accordance with paragraph 15-202. Allocation of indirect manufacturing 
and production expenses on a time basis, such as direct labor man-hours or 
machine -hours, is a method which generally produces accuracy and equity. Other 
acceptable bases, in appropriate circumstances, include direct labor dollars 
(exclusive of overtime premium), units processed and prime costs of units pro- 
cessed. In sane instances, it may be necessary to departmentalize or establish 
cost centers in order to distribute equitably the indirect costs. The factors 
to be considered in determining the extent of departmentalization or estab- 
lishment of cost centers include variety of products, complexity of processes 
and relative labor and facility requirements for the various products. 

15-203.2 INDIRECT ENGINEERING EXPENSES . Indirect engineering expenses con- 
sist chiefly of engineering supervision, engineering administrative expense 
and general supplies. These expenses arise out of engineering activities 
which include product design, tool design, experimental development, manu- 
facturing and production development, layout of production lines, deter- 
mination of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should be allocated to the benefited 
activities, i.e., the contract and other work of the contractor on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime premium), or other equitable basis. NOTE: Direct 

costs of engineering activities should be charged directly to the benefited 
activities, i.e., the contract and other work of the contractor in accordance 
with paragraph 15-202. 
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thereof will be depreciated over a reasonable number of years in conformity 
with generally accepted accounting principles. Contributions to local civil 
Defense funds cr projects not on the contractor's premises arc unallowable . 

15-20U.6 (..OfPlFSATICN POP. PERSONAL SERVICES . 

a. This item includes salaries, wages, deferred compensation and 
fringe oonefits for services rendered to the contractor by omnloyces as well 
as fees paid to directors and committee members. Subject to specific 
limitations sot forth hereunder, such costs are allowable when the total 
compensation is reasons ole in light of the services rendered. 

b. Generally, the amount of compensation established by the contractor 
will bo considered commensurate with the services rendered. However, 
compensation of individuals such as corporate officials, directors, executives . \ 
department heads, partners and sole proprietors may be subject to special 
consideration and limitation as to allowability for contract cost purposes 

whore amounts appear excessive. Some situations which may give rise to 
excessive compensation arc whore (i) the individual or member of his immediate 
family owns or is committed to acquire a substantial financial interest in 
tne contractor's organization; or (ii) ownership of the contractor is limited 
to a small cohesive group; or (iii) the volume’ of Government contracts when 

rolo ^c to one contractor's total business is such as to influence the amount 
of compensation. 

c. Tne cost of options to purchase stock of the contractor corporation 
granted to employees is not allowable. 

d. .e onuses to employees, such as production incentives and 
suggestion or safety awards, represent a part of their total compensation 
and are allowable when appropriately allocated, if they are: 
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( - 1 - • ) pursuant to rn arms length a greonont between the con- 

tractor one! the employees before the services are rendered or pursuant to on 
established plan consistently .followed by th..- contractor which constitutes, in 
expect, on implicit agreement on the part of the contractor* 

^2.) .Reasonable in amount. Tor the purpose of determination of 
reasonableness the employer contribution shall not exceed 1$% of the total 
basic compensation paid or accrued to the participating employees in that 
year under consideration. 

(3.) Paid for current services actually rendered by employees. 
\h.) Available to all employees of the contractor or to all 
erpicyees within a group or salary classification which is not unreasonably 


restricted, 


(5.) Allowable as an ordinary or necessary business expense for 

tax purposes. 

(6.) Hot restricted to officer or other employee stockholders 
or are not distributed on the basis of stockholdings. 

(7.) 'Total employee compensation, including such profit sharing 
c. j.strioution, is reasonable in amount for such services. 

Profit sharing plans . These plans provide for additional 
c carper-sat ion and are based on or measured by contractor's earnings. Those 
plans 1 all into two categories, immediate distribution and deferred distri- 
bution plans. 

(1.) Compensation payable un -or immediate distribution plans 
is. allowable subject to the criteria set forth in subparagraph d. above. 

(2.) employer contributions' under deferred distribution profit- 
snaring plans, to bo allowable costs, must meet all pertinent conditions set 
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forth under subparagraph d. above and, if subject to Internal Revenue- Service 
consideration, must have thuir approval. The carry-over provisions of the 
regulations ox Internal Hevcnue Service with respect to contributions under 
qualified deferred distribution profit-sharing plans shall not be recognized 
for Government contract cost determination purposes. Forfeitures of non- 
vesred benefits under a profit-sharing plan will bo treated in accordance with 
the principles stated in paragraph l5-20lu29(f). 

f. Stock bonus plans . Bonuses of this nature may or may not be 
measured by profits, When stock bonuses, are considered to bo a form of 
compensation, the amount allowable for the contractor's cost in connection 
therewith shall bo subject to all conditions pertinent under paragraph d. 
above and meet the following requirements: 

(l.) The valuation placed on the stock for the purpose of calcu- 
lating such cost must be computed on a sound basis. 

(2.) In the case of unlisted stock having no current market, the 
contractor must demonstrate the values ascribed thereto arc fair and reasonable, 

(3.) Bonuses paid in the form of previously unissued stock of 
an affiliate will not ordinarily 00 allowed unless it can be demonstrated that 
tnoro exists a bona fide arms-lcngth agreement and the values ascribed tc such 
stock arc fair and reasonable, 

(Jj.) Clams for accruals of compensation under a stock bonus 
arrangement prior to acquisition of stock by employees will not be allowable 
unless arrangements are made for appropriate credit adjustment of costs in the 
event such stock is not acquired by employees. 

g. The determination of allowability of the cost of pension and 
retirement plans, training expense, overtime, extra pay and multi shift 
premiums and other fringe oenofits will be in accordance with paragraphs 
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15-201;. 27, 15-201;. U3, 15-201;. 25, and 15-20U-1U respectively. Any fonn of compen- 
sation to an employee not specifically mentioned in this Part 2, in addition to 
those set forth in this paragraph, will be given consideration as a part of total 
compensation. 

15-20U.7 CONTINGENCIES . This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
with certainty as to time, intensity or even an assurance of its happening. 

These costs are not allowable. (For self-insurance programs see paragraph 15-201;. 
15-201;. 8 CONTRIBUTIONS AND DONATIONS . Contributions and donations to established 
nonprofit charitable organizations are allowable provided that suoh costs are 
reasonable and properly allocable to Government contracts. 

The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts. The amount of each allowable contribution must 
be deductible for purposes of Federal income tax, but the deductibility of the 
contribution for income tax purposes does not in itself justify its allowability 
as a contract cost. 

15-201;. 9 DEPRECIATION . ' 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated resid- 
ual value, over their estimated useful life in a systematic and logical manner. 

It involves a process of allocation, not of valuation. Useful life has reference 
to the prospective period of economic usefulness in the particular contractor's 
operations as distinguished from physical life. 

b. Depreciation on a contractor’s plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based upon original acquisition cost. . Depreciation will be accounted for by 

x \ 
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consistent application of any generally accepted accounting principles and should 
visually be allocated to the contract and other work as an indirect cost# The 
amount of depreciation charged in any accounting period may vary with volume of 
production or vise of multishift operations# provided the method followed is 
consistent with basic objectives set forth in subparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for contract per- 
formance standby purposes. 

d. Unless otherwise provided in the contract, no use charge will be 
allowed on assets still in use which have been, in accordance with the con- 
tractor's consistent accounting practice, fully depreciated on the contractor's 
books of account. 

e. Allowances for depreciation on emergency facilities will normally 
be determined in accordance with subparagraphs a. through d. above. However, 
where the contractor has applied for and received a determination of "true 
depreciation" from an emergency Facilities Board covering emergency facilities 
acquired under certificates of necessity, the amounts so determined for "true 
depreciation" over the emergency period (5 years) will be recognized in lieu 

of normal depreciation. After the expiration of the emergency period for the 
facilities concerned where a determination of "true depreciation" has been made, 
the remaining undepreciated portion of the cost of such facility will be depre- 
ciated over its remaining useful life and will be the only amount recognized 
as allowable cost, subject to paragraph l5-20lul2. 

l5-20ii.l0 HlPLOfEE MQHALE, HEALTH AND VJELFAKE . Included in this category are 
expenses of health and welfare activities incurred for the improvement of 
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working conditions end the- improvement of ompl oyer-employ JO relations end 
employee performance, -samples of these activities are house publications, 
health or first-aid clinics, and. employee counselling services. These costs 
are allowable when incurred in accordance with the contractor's established 
practice or custom in the industry or area and are reasonable and equitably 
allocated to all classes of work performed in tile contractor's plant. Income 
generated from any of those activities will be credited to the costs thereof. 

15~20U.11 xirU^iRiAliUlciNT —at nhS— . This item includes the cost of amusement, 
diversion, social activities and incidental costs, such as meals, lodging, 
rentals, transportation and gratuities. These costs are unallowable. 

lp-20q. j_2 .li aC-iSO iV’.CILITIhS ♦ his item includes the cost of maintaining and 
nous mg idle a. no. excess facilities, except those reasonably necessary for 
contract performance standby purposes. These costs are unallowable. The 
costs of additional plant capacity reserved for defense production shall be 
the subject of a separate contract. 

T5~20U.13 FjjLo AMD P— hAITInS . Included in this item ore those costs resulting 
from violations of, or failure of the contractor to comply with, local, state 
and Federal laws and regulations. These expenses are not allowable. However, 
Titles and penalties, including interest thereon, incurred due to situations 
in Vi.ich tiic contractor has been instructed in writing by the Contracting 
Officer to follow a certain course of action, will be allowed. 

OU.lU FRINCx. B— KhcxTS . .Tinge benefits arc allowances and services pro- 
vided oy the contractor to its employees as compensation in addition to regular 


wages and salaries 
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■ a. The extermination as to the allowability of the cost of pension 
and retirement plans, profit sharing end other bonuses, and severance pay will 
bu in accordance with sub-paragraphs 15-20U.27, l5-20l;.6, and 15-201;. 38, 

respectively. 

b. The cost of other fringe benefits such as pay for vacations, 
holidays, sick leave, military leave and employee insurance is allowable to the 
extent required by law, employer-employee agreement, or established policy of the 
contractor that constitutes, in effect, an Implicit agreement on the contractor's 
part. 

l5-.20b .l5 I NITIAL PRODUCTION COSTS . Initial production costs, also known as 
"starting-load costs", ar e non- continuing costs that arise in early stages of 
production because of the Contractor's lack of experience with particular 
materials, manufacturing processes or techniques involved. Such costs may 
consist of excessive material costs resulting from abnormal scrap losses, 
excessive direct labor costs and related overhead resulting from idle time duo 
to testing and change in production methods, cost of training employees, and 
excessive defective work due to inexperienced labor. 

While initial production costs are allowable, the contractor will be 
expected to work actively to minimize or eliminate then as rapidly as possible. 

In cases where these costs continue to an unwarranted extent after the contractor 
has been allowed reasonable time to loarn to make the product efficiently, the 
excessive costs will be disallowed. 

15-201;. 16 IN5UHANCS AMD INDhlUIFICATIOH 

a. Included under this item are (l) those types of insurance which 
the contractor is required to carry under the terms of the contract, or by 
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specific instruction of the contracting officer or his authorized representative , 
end (2) any other insurance for which the contractor seeks reimbursement under 
the contract. Tee kinds of insurance ordinarily included in the first category 
arc set out in AS?R 10-501. 

b. Costs of Government required insurance are allowable within the 
limitations as to t.io extent of coverage and premium rates approved by the 
Government . Costs of other insurance, except that applicable to Government- 
owned property, are allowable provided (l) the insurance has been approved by . 
o.ic military department concerned or (2) in the absence of such approval 
requirement, tne types of coverage, e:;tent of coverage, and rates are 
reasonable under the circumstances. Costs allowed for use and occupancy 
insurance, however ,. will m principle be limited so as to exclude coverage of 
profit, interest, federal income taxes, and unallowable selling and distri- 
bution expenses. 

c. The costs of insurance or any reserve covering the risk 
of loss of or damage to Government- owned property are not allowable except to 
the extern, that tne Government may have required the contractor to every such 
insurance. 

d. T.io costs of a self insurance program are allowable provided the 
program has been approved by the military Departments. Actual losses sustained 
under such a self-insurance program aro not allowable. 

c. The costs of insurance on tho lives of officers, partners or 
proprietors, aro not allowable except where such insurance is part of an 
employee group plan which is not unduly restricted. 

f. bosses resulting from failure to insure (through self insurance 
or otherwise) against a contingent loss or damage, where a reasonably prudent 
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business organize uion tjouIg have insured against such loss or damage, ere not 
allowable . 

g. Costs of indemnification, in lieu of insurance, xn.ll bo allowable 
onlr to the extent expressly provided for in the contract. By the term 
"indemnification is meant Government assumption of losses arising from (i) 
lack of insurance coverage of risks of an insurable nature or (ii) restrictions 
on the amount of such insurance coverage. 

3£-£O U.17 AMD 0TEAR FINANCIAL EXPANSES . This item includes interest 

paio or accrued (regardless of tnc nature of the obligation which gives rise to 
the interest cost), bond discount and expenses, and the cost of financing and 
reiinancing operations as well as' legal and professional fees paid in connection 
with the preparation of a prospectus, costs of preparation and issuance of stock 
rights and expenses related thereto. (S^c also 15-201;. 21;) These costs arc 
unallowable except for interest assessed by State or local taxing authorities 
under the conditions set forth in subparagraph 15-201;. 1^1. 

— LABOR RIojATIOHS . This item covers expenses incurred in maintaining 
satisfactory relations between the contractor and his employees. It includes 
tnc costs of shop stewards, labor management committees, employee publications 
and otner related activities. Costs incurred for these purposes arc allowable. 

LOSSES ON OTHER CONTRACTS . This item covers any excess of costs over 
income under any and all other contracts, whether such other contracts are of a 
supply, research and. development, or other nature. Costs of this nature arc not 
allowable as a cost of performance of the Government contract. 

I£*2kl22 lannmKCE AND Ha-Alas . (c) *hl« item incites those costs necessity 
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for the upkeep of property which neither odds to the permanent value of the 
property nor appreciably prolongs its intended life but keeps it in its efficient 
operating condition* These costs arc allowable,' Expenditures for plant and 
equipment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation will be allowable only on a depreciation 
basis. Cost of maintenance and repairs of excess facilities and of idle 
facilities (other than reasonable standby facilities) are not allowable. 

» 

0 • Deferred ma intona ncc is defined as maintenance and repairs which 
for some reason such as abnormal operating conditions or lack of funds, is 
delayed to a future period. The cost of maintenance and repairs which has been 
deferred, from a period prior to the contract is not allowable unless specifically 
provided for in the contract. Likewise, the estimated cost of maintenance and 
repairs normally required but not accomplished during the period of the contract 
will no i. oe allowed as a cost unless specifically provided for in the contract. 

T5~2Q>l,21 IL'i.iTUF.iCTURXNG AND PRODUCTION ENGINEERING . hanufa cturing and pro- 
duction engineering includes the cost of engineering activities in connection 
with (l) current manufacturing processes such as motion and time study, methods 
analysis, job analysis, and tool design and improvement and (2) current pro- 
duction problems, such as materials analysis for production suitability and 
component design for purposes of simplifying production. Those costs are 
allowable. For purposes of distribution, such costs should ordinarily be 
divided into two categories: (i) those which directly benefit a contract, a 

project, or a product line and (ii) those expenses which are not subject to 
direct costing. Items in category (i) should bo charged diroctljr to the contract 
or project or allocated to the products in the product lino. G osts in category 
(ii) should be allocated to all benefittod work. 
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l5-20lu22 AMD SUPPLUS » 

a* This iton includes the net costs of such items as raw materials, 
parts, sub-assemblies, conponents, and manufacturing supplies, whether purchased 
outsicle or manufactured by the contractor, and may include such collateral items 
as inbound transportation and intransit insurance. These costs, are allowable 
subject, however, to the provisions of subparagraphs b. through e. below. 

b. Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits. Such income and other credits 
include trade discounts, refunds, rebates and allowances, cash discounts availa- 
ble, and credits for scrap and. salvage and materials returned to vendors. 

However , where the contractor can demonstrate that f a 5.1 ur c to take cash Discounts 
was due to circumstances beyond his control, such lost discounts will be allowed. 

c. Reasonable charges arising from differences between periodic 
physical inventory quantities and. related material-control records will be 
included in arriving at the cost of materials, provided that such charges (i) 
do not include "write-downs" of values, and (ii) relate to the period of 
performance of the contract. All credits arising from differences between 
Periodic physical inventory quantities and related material-control records 
shall bo taken into account. 

d. Ifnon materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 

- should, bo charged to the contract. Any generally recognized method of 
pricing materials issued from stock may be employed, provided the results 
obtained are equitable, Whon materials in stock at the commencement date of 
a Government contract have a provable replacement cost significantly different 
from book cost, the contractor and the Government may agree upon the use of a 
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method of pricing be sod upon the fair value of the rar.terio.ls (but not in excess 
of replacement cost). Such agreement should include identification of the 
types or kinds of raotericls involved, end should preferably be node at the tine 
the contract is entered, into and provided, for therein. 

c. Ordinarily inter- company or inter-divisional sales or transfers 
of materials shall bo stated on the basis of cost to the transferor. A 
departure from this cost basis is permissible when the transactions involve 
items regularly manufactured and sold by an affiliate or division through 
commercial channels except as to items on which the Government is ultimately 
the sole user. In these latter cases, however, the price charged to the contract 
must not exceed the lower of (i) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (ii) the prices of other 
suppliers for the same or substantially similar items. In other situations where 
consideration of the minority interest in an affiliate would warrant departure 
from the cost basis, such departure may be permitted but only if expressly 
authorized or approved by the contracting officer. 

I5~20lu23 ORGANIZATION EXPENSES . This item consists of expenditures in 
connection with organization or reorganization of a business. Examples of such 
costs arc incorporation fee, attorneys foe, fees to promoters and organizers 
and costs of raising capital, . These costs are unallowable. (See also paragraph 
15-20U.17). 

15>-2Qlt.2lt OTHER BUSINESS EXPANSES . Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders' meetings, proxy 
solicitations, preparation and publication of annual reports to sha re holders. 
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preparation and submission of required reports and forms to taxing and other 
regulatory bodies and incidental costs of directors and committee meetings. 

The above and similar listed costs are allowable when incurred in reasonable 
amounts in accordance with the contractor's established practices and are allo- 
cated on an equitable basis to all classes of work, 

15-20U, 25 C VERTEC, EXTRA PAT SHIFT AND iiULTI SHIFT PK3HTE-B . This item 
consists of the premium portion of overtime and shift payments to employees. 

Such premiums may be classified as cither direct or indirect labor costs, but 
the amount of overtime premium should be separately identified. When direct 
labor cost is the base for distribution of overhead, overtime premiums shall 
not be included therein. Cost of overtime and shift premiums, are allowable 
only to the extent expressly provided for in the contract or otherwise 
authorized by the Government. Sec ASPR 12-102 for further information con- 
cerning the policy regarding such authorization. The amount of overtime and 
shift premium cost charged on Government contracts shall be equitable in 
relation to the amount of such costs charged on non- Government work being 
concurrently performed in the contractor's plant and the factors which necessitate 
the incurrancc of the cost, 

l5-20li,26 PATENT EXPENSES , Included in this item arc amortization of the cost 
of purchased patents and all costs loading to the issuance of patents, as well 
as the cost of infringement investigation and litigation. Amortization of the 
cost of purchased patents applicable to contract products or processes is 
allowable. The cost of preparing disclosures as required by the contract and 
of preparing assignment and other papers in connection with the filing of a 
patent application for the Government is allowable. AH othor patent expenses 
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and c herpes for tho use of patents where the Government lies a license or the 
right to free use thereof are unallowable. The cost of research and development 
- work leading to patents is treated in subparagraph l5-20li.35. 

I5-20U.27 PENSION AKD RET1K3H5NT PLANS 

a. As used herein, a pension or retirement plan is a plan which is 

established and maintained by a contractor primarily to provide systematically 

for the payment of definitely determinable benefits to his employees over a 

period of years, usually for life, after retirement. Such a plan may include 

disability, withdrawal, insurance or survivorship benefits incidental and 

directly related to the retirement benefits. Retirement benefits generally 

are measured by, and based on, such factors as years of service and compensation 

the employees. The determination of the amount of retirement benefits anc 
received by/the contribution t> provide such benefits are not dependent upon 

profits. Benefits arc not definitely determinable if funds arising from for- 
feitures on termination of service or other reason may bo used to provide 
increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by tho employer. A plan designed to provido 
benefits for employees or their beneficiaries to be paid upon retirement or over 
a. period of years after retirement will be considered a pension plan, if, under 
the plan, cither the benefits payable to tho employee or tho required contri- 
butions by the contractor can be determined actuarinlly. 

b. Pension and retirement plans which are subject to the approval 
of the Internal Revenue Sorvice must have been so approved prior to' consideration 
by the Military Department; however, approval of the plan by the Internal 
Revenue Service does not necessarily assure acceptance by the Military Depart- 
ment. Consideration of the plans will be tho responsibility of the Department 
to which audit cognizance is assigned and the subsequent action taken by that 
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Department will generally bo accepted by the other Departments . In cases where 
tiie Internal Revenue Service withdraws approval of a plan, amounts allocated 
to contract costs will bo withdrawn accordingly. Where pension and retirement 
plans of non-profit or other tax-exempt organizations are not required to be 
reviewed and approved by the Internal Revenue Service, it will be the responsi- 
bility of the Department to which audit cognizance is assigned to give 
consideration to the acceptability of such plans. 

c. The costs of acceptable pension and retirement plans, which are 
properly deductible from taxable income are allowable except as otherwise 
determined unallowable under this paragraph. Costs of acceptable pension and 
retirement plans established by nonprofit or other tax-exempt organizations 
arc also allowable except as otherwise determined under this paragraph. 

d. Pension and retirement costs constitute a part of the total 
compensation by a contractor to the individuals covered by the plan, and 
accordingly, are subject to the provisions of this section with respect to 
reasonableness of the total compensation paid to the individual for the services 
rendered. (See 15-20U.6) 

c« The amount of tnc contribution subject to allocation as a 
contract cost will be limited to the maximum amount required to fund an 
approved plan or the amount actually contributed during the taxable year, which- 
ever is the lesser. The carryover provisions of the Internal Revenue Code with 
respect to contributions under pension and retirement plans shall not be 
recognized for the purpose of determining allowable pension and retirement 
costs under Government contracts. 

f»' Credits which arise under pension plans from various sources, 
such as dividends and cancellation of employee benefits which have not vested 
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at tho tine of termination of their orployraont, oust bo taken into account in 
an equitable manner in the determination of the allowable pension and retirement 
, contribution. Special provision for these credits is usually necessary when 
the contractor's organization has substantially expanded for the performance of 
nil it ary contracts and there is a reasonable expectation that the employment of 
a large number of the additional employees will be terminated upon curtailment 
of military work. Under these circumstances, it will bo expected that an 
arrangement will be made, which will result, as nearly as may be practicable, in 
the Government's receiving the benefit of these credits to the same extent as 
it originally participated in the related costs. There are two general methods 
which may be used, individually or in combination, in making such arrangements *• 

(1) A lump sum or percentage discount of current pension costs 
negotiated and agreed upon in advance. Determination of such allowance generally 
is not an actuarial problem involving a calculation based upon known factors, 

. but rather is an attempt to reach a negotiated agreement as to various uncertain 
or variable factors in a complex situation. 

(2) A retrospective determination at some time in the future 
when a more accurate estimate can be made by virtue of experience which may 
have developed. Until such determination, current costs, which should he net 
of current credits may be allowed provided an appropriate contractual agreement 
can bo reached which reserves the Government's right to future credits. 

g. The costs of lump sum purchases of annuities or of lump sum cash 
payments or periodic cash payments made to provide pension or retirement 
benefits for retiring or retired employees other than incurred under approved 
pension and retirement plans arc net allowable. 


15-20U.28 PLANT PROTECTION EXPANSES. This item includes the cost of plant 
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protection measures such as urges of guards, equipment of guards (uniforms, 
firccrnes, etc.), and depreciation on plant protection capital assets, ^or 
» the purpose of contract costing, these e:cpcnses arc divided into two categories, 
namely, normal plant protection expenses and special plant protection expenses. 
Normal plant protection costs are allowable and are allocable to all work in the 
plant. Special plant protection costs, which term refers to an extension of 
the contractor's normal plant protection program are also allowable a.nd allo- 
cable to specific Government contracts requiring special protection upon the 
specific direction and approval of the contracting officer. 

15-20U.29 Pm CONTRACT COSTS 4 Precontract costs aro those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs iri.ll not be allowed unless 
specifically set forth in the contract and may be limited to a period of time 
as well as to the type and amount of such costs. 

l$-20lu30 PROFESSIONAL SERVICES - LOCAL , ACCOUNTING, ENGEAISRING AND OTHER . 

a. This item includes the cost of professional services rendered 
by the members of the particular profession separately engaged. These costs 
generally are allowable when reasonable in relation to the services rendered 
and arc not contingent upon recovery of the costs from the Government. 

b. ^actors to be considered (among others) in determining the 

‘ allowability of costs in a particular ease arc: (i) past pattern of such costs, 

particularly in the years prior to the award of Government contracts; ( ii) the 
impact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services expected of the contractor's own organization; 
and (iv) whether or not the proportion of Government production to the 
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contractor's total production is such as to influence the contractor in favor 
of incurring the cost, particularly where the services rendered arc not of a 
continuing nature 'and have little relationship to production under Government 
contracts. Retainer fees to bo allowable must bo reasonably supported by 
evidence of services rendered. 

c. The costs of legal, accounting and consulting services and 
related expenses incurred in connection with organization or reorganization, 
prosecution of patent infringement litigation, defense of anti-trust suits, and 
the prosecution of claims against the Government arc unallowable. 

15-20U.31 PROFITS AND LOSSES OK DISPOSITION OF PLANT, EQUIPMENT OR OTHER 
CAPITAL ASSETS . Included herein are gains or losses of any nature arising 
from the sale or exchange of plant, equipment, or other capital assets, includ- 
ing sale or exchange of either short or long tern investments. Profits or 
losses on sale or exchange of capital assets, including investments, will be 
excluded in computing contract costs. 

15-20U.32 RECONVERSION EXPANSES . Reconversion expenses are those incurred in 
the restoration of the contractor’s facilities to approximately the sane 
physical arrangement and condition existing immediately prior to commencement 
of the military contract work and include the cost of removal of Government 
property. Reconversion expenses are not allowable except that the cost of 
^removing Government property and the restoration costs caused by such removal 
are allowable if specifically provided for in the contract. 

15-20U.33 RECRUITING EXPENSE . This item includes the costs of "help wanted" 
advertising and the operating costs of an employment office necessary to secure 
and maintain an adequate labor force. It further includes the costs of operating 
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r.n educational end aptitude testing program, travel expenses of employees 
while engaged in recruiting personnel, and travel expenses of applicants for 
interviews for prospective employment. These costs are allowable. Where the 
contractor uses private employment agencies, costs not in excess of standard 
commercial rates for such services are also allowable. Costs of special 
benefits or emoluments offered to prospective employees beyond the sta nd ard 
practices in the industry are not allowable . 

l5-20h.3h RENTALS OF PLANT AND EQUIPMENT . (including sale and leaseback of 
facilities.) 

This item includes expenses for (i) use of land, buildings, and 
cqx’ipncnt or other personal property, and (ii) rental expenses under sale and 
lease-back agreements incurred by contractors through sale of plant facilities 
to investment organizations (such as insurance companies ) or to private inves- 
tors and concurrently leasing bade the same facilities. 

a. Rentals of plant and equipment under (i) above are allowable 
if the rates arc reasonable in light of the typo, condition and value of the 
facilities leased, options available and other provisions of the rental 
agreement. 

b. Rentals specified in sale and lease-back agreements under (i) 
above are allowable only to the extent that such rentals do not exceed normal 
costs (such as depreciation, taxes, insurance and maintenance expenses) which 
would have been incurred had the contractor retained legal title to the 
facilities. 

15-20U.35 RESEARCH AMD DEVELOPMENT . Research and development oxpensos (some- 
times referred to as general engineering expenses) for the purpose of contract 
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costing arc divided into two major categories, namely: 

a. General research, also referred to as basic research, fundamental 

research, pure research and blue-slcy research. 

b. Related research or development, also referred to as applied 

research, product research and product line research. 

(x) General research is that typo of roscarcn wnich is 
directed toward increase of knowledge in science. It is research where the 
primary aim of the investigator is a fuller knowledge or understanding of the 
subject under study, rather than a practical application thereof. Tne costs 
of a contractor’s independent general research shall be an allowable cost in 


all cost type contracts under the following conditions: 

(i) The amount of such costs is reasonable. 

(ii) The costs are equitably allocated to all works of 

the contractor other than its independent research. 

(iii) The contractor has submitted a report covering such 

independent general research projects showing the following: 

(1) Description and objectives of the project. 

( 2 ) Anticipated total cost. 

(3) Cost during the period under review. 

(Ii) Benefits expected to accrue to the mission of 


the Department of D^fonsc as a result of project. 

(iv) The business of the contractor at the time of 
entering the contract is predominantly <7#> or more) commercial. (If less 
tha.11 1 $% commercial at the time of entering the contract allowance may be 
authorized by special contract prevision.) 

The above conditions will also apply in the negotiation of pre- 


determined. overhead rates 
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(2) Related research is that type of research which is 
directed toward practical application of science, and "development" is the 
systematic use of scientific knowledge directed toward the production of 
useful materials, devices, methods, or processes, exclusive of design and 
production engineering. The costs of a contractor's independent related 
research (that which is not sponsored by a contract or grant or is not other- 
wise reimbursed to a contractor) may, if allocated on the basis of all 
production, bo allowed as a cost to any cost typo production contract if the 
research is related to the product or product line. Wo portion of such re- 
search will be allowable under cost-type research and development contracts. 

c. Ho search and. development costs, regardless of tho nature, 
which wore incurred in accounting periods prior to tho award of a particular 
military contract, (including amounts capitalized, and the cost of patents 
obtained) will not be. allocated to that contract unless allowable as pre- 
contract costs (Paragraph 15-20U.29). 

l5-2Qlu3 6 ROYALTY PAYM5NTS . This item covers amounts paid for the right to 
use patents. Where the use of such patent is necessary for the proper per- 
formance of the contract and where the Government does not already have a 
license or other right to use such patents, the royalties are allowable to 
tho extent expressly provided for elsewhere in the contract or otherwise author 
ized by the contracting officer. 

15-201^.37 SERVICE AND WARRANTY EXPENSES . This item includ.es the costs of 
servicing tho product installation, training personnel in the use, operation 
and maintenance of the product, correcting product defects, replacing 


defective parts, and other related, operations or practices. Actual costs to 


bo reimbursed to the contractor will be in accordance with the clause of 
the contract entitled. "Inspection of Supplies and Correction of Defects" / 

(See paragraph ASPR 7-203.5), or as otherwise provided in the contract. 

15-20U.36 SSVURuNCB PAY . Severance pay, also commonly referred to as dis- 
missal wages, is a payment in addition to regular salaries and wages, by con- 
tractors to workers whose employment is being terminated. 

The cost of severance pay is allowable only to the extent that, in 
each case, it is required by (i) law, (ii) employer-employee agreements, (iii) 
established policy that constitutes, in effect, an implicit agreement on the 
contractor's part, or (iv.) the circumstances of the particular employment. 

For contract costing purposes severance pay is divided into two 
categories as follows 5 

a , Normal Turnover Severance Pay . The cost of severance payments 

is allowable and. must be allocated to all classes of work being performed in the 
contractor's plant at the time of payment. However, where the contractor pro- 
vides for accrual of pay for normal severances such method will be acceptable 
if the amount of the accrual is reasonable in light of payments actually made 
for normal severances over a representative past period. 

b. Hass Severance Pay . The cost of abnormal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
continuin'? employment on other work of the contractor is allowable, ^hc 
amount allowable shall be determined by assigning the total cost of actual 
mass severance payments to the entire period of employment with the contractor 
and. equitably apportioning such cost to all business of the contractor per- 
formed during that period. 
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A reservation in the final release of claims (see ASPR 7-203. h) may 
bo nr.de in the cr.se of completed cost-reimbursement type contracts when it is 
reasonable to assume that severance pay allocable to the contract will bo na.de 
in the future. 

13-201’. 3? SPECIAL TOOL IMG . The torn "special tooling" means property of such 
specialized nature that its use, without substantial modification or alteration, 
is limited to the production of the particular supplies or to the performance 
of the particular services for which acquired or furnished* It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. The cost of special tooling, when acquired 
for and its usefulness is limited to government contracts, is allowable and 
will be charged directly to the government contracts. "When such special tooling 
is acquired it shall be subject to the provisions of the contract clause set 
forth in ASPR 13-503 entitled "Government Property". 

l 5-20l4.It0 STRIKES AND LOCKOUTS, EXPANSES OF . The situations and conditions 
surrounding strikes and lockouts are so varied that it is impossible to estab- 
lish a. general principle providing for allowance or disallowance of costs in- 
curred during such occurrences. Each case must be considered on its own merits. 

l5-20b.iil TAXES * Taxes arc charges levied by a government unit* They do not 
include fines and penalties except as otherwise provided herein* 

a. In general, taxes which the contractor is required to pay and. 
which are paid or accrued in accordance with generally accepted, accounting 
principles arc allowable, except (i) for Federal income and excess profits 
taxes j (ii) taxes in connection with financing, refinancing or refunding 
operations (sec paragraph l5-20U.19)j (iii) taxes from which exemptions are 
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cvr.ilrblo; and. (iv) special assessments on land which represent capital 
improvements. 

b. Taxes otherwise allowable under a. above, but which nay be 
illegally or erroneously assessed nay bo allowed as a cost of work perforneo, 
provided, that the contractor, prior to payment of such taxes, (i) promptly 
requests instructions fror.i the contracting officer concerning such taxes; (ii) 
agrees to cor, ply with such instructions; and (iii) if so directed by the 
contracting officer also agrees to take all necessary action in cooperation 
with and for the benefit of the Government, to determine the legality of such 
assessment or, as the case may bo, to secure a refund, of such taxes and any 
interest or penalties thereon. Interest and penalties incurred by a contractor 
by reason of the nonpayment of any tax at the direction of the contracting 
officer, shall be allowable as a cost. Reasonable expenses of any proceeding 
instituted by the contractor at the direction of the contracting officer to 
determine the legality of such an assessment or to secure a refund of such 
ta.XwS, interest or penalties for the benefit of the Government, shall also 
be allowable as costs. 

c. Any refund of taxes, penalties or interest thereon shall bo 
credited to contract costs in the proportion in which contract costs absorbed 
the costs of taxes, interest or penalties. If at the time the rofuno is re- 
ceived by the contractor, no defense contracts are being performed, tlx amount 
otherwise to bo credited to contract costs shall be paid directly to the 
Government. 

lg-20li.U2 TRADE , BUSINESS, AMD PROFESSIONAL ACTIVITIES . 

a. Memberships . This item includes costs of membership in trade. 


business, and professional organizations and such costs aro allowable. 
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b. Subscriptions , This it era includes the cost of subscriptions to 
trade, business, professional, or technical periodicals. Such costs arc 
* allowable , 

c# Meetings and Conferences , All other ontertainraent expenses, 

t 

including those classified as gratuities in accordance with ASi-Tt 7~20!j,13 , are 
unallowable, 

l$-20lt,li3 TRAIHIMG EXPENSES , 

a. This itora includes the costs of preparing and maintaining a pro- 
grara of instruction designed to increase the over-all effectiveness of oraployees. 
Included arc the costs of the director of training and staff, training materials 
and text books when the training program is controlled by the contractor, and 
tuition, fees, training materials and text books when the training is in 
educational institutions. 

b. Such costs which arc limited to on the job training are 
allowable when properly allocated* 

c. Costs of training in educational institutions are not allowable, 
except to the extent specifically provided in the contract. 

l$-20U.ltlt TRANSPORTATION EXPANSES . Transportation expenses include the cost of 
freight, express, cartage and postage relating either to goods purchased, in 
process, or delivered. 

When such costs can readily be identified with the items involved 
they may be direct costed or added to the cost of such materml* (See paragraph 
l5-20h,2U). Where identification with the materials received cannot readily be 
made, inbound transportation expense may be charged to the appropriate indirect 
expense accounts, provided the contractor follows a consistent procedure in this 


respect. Outbound freight, if reimbursable under the terns of the contract, 
should be treated as direct charges. 

1^-20[}.1;$ TRAVEL EXPENSES . This includes costs of transportation, lodging, 
subsistence and incidental expenses incurred by contractor personnel in a 
travel status while on official company business. 

a. Travel expenses incurred in the normal course of overall 
administration of the business and applicable to the entire business are allow- 
able when properly allocated. 

b. Travel expenses directly attributable to contract performance 
may be charged to the contract in accordance with the principle of direct 
costing. 

c. Subsistence and. lodging including tips or similar incidental 
expenses nay bo reimbursed either on an actual or per diem basis. The basis 
selected should be consistently followed. 

d. Costs of premium transportation may be allowed when it is 
shown to bo necessary to performance of the contract. 

e. Entertainment expenses are not allowable. 

f. Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the Contracting Officer. 
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CONTRACT COST PRINCIPLES AND STANDARDS 


15-000 Scope of Section ,, This section sets forth, in general, prin- 
ciples and standards for the determination of costs to be utilized in con- 
nection with the negotiation of prices and cost reimbursements for all con- 
tracts under the jurisdiction of the Department of Defense 0 

15-001 Effective Date of Section . This section shall be complied 
with on and after , 1953, although compliance is authorized 

from the date of its issuance. 


PART 1 - APPLICABILITY AND PURPOSE 


15-101 General ,, The principles and standards set forth herein are 
intended to apply uniformly (except as expressly qualified) to the deter- 
mination of either estimated or actual costs of performance of all prime 
Contracts and subcontracts, the prices of which are subject to approval 
or review by the Department of Defense e 

15-102 Reasons for Issuance of This Statement ,, Defense procurement 
is a matter of great public interests It is important that it be con- 
ducted on a plane that assures the Congress and the taxpaying public that 
defense materiel is being obtained at fair and reasonable prices without 
waste and extravagances It is also important to assure defense manufac- 
turers (especially competitors), of fair and equitable treatment, without 
discrimination, in contract pricing, A vast amount of defense materiel 
is obtained, especially in periods of emergency, under conditions where 
prices 'cannot be established simply by competitive bidding,, The nature 
of the inh erent risks in defense production, especially in the time- 
length of contract performance, and the frequent absence of complete pro- 
duct specifications, result in the use of various forms of contracts in 
which prices are determined to a greater-or-lesser degree by the use of 
cost data — both estimated and actual. The gathering, analysis, and use 
of cost data are complex problems, both for contractors and Government 
negotiators, as well as industrial and Government accountants and auditors 
who are more skilled in such matters. Cost problems are serious and di- 
verse, both with respect to more basic business practices and to applica- 
tion of appropriate' accounting principles. An adequate statement of cost 
principles and standards is necessary in order to avoid misunderstanding. 
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as well as confusion, delay, and expense in contract negotiation and admin- 
istration, including auditing and settlement of contracts. Every defense 
contractor, therefore, should recognize the necessity of the adoption of 
these principles and standards in the common good — not merely for cost- 
reimbursement-type contracts, but also for other special types of contracts 
the use of which has greatly increased. 

15-103 Application of Cost Estimates . Cost estimates submitted by 
contractors are used for the following purposes : 

(a) Under outright fixed-price contracts? 

(1) Negotiating fixed prices, to the extent there is an 
absence of other objective criteria to enable the 
determination of a fair and reasonable price. 

(b) Under fixed-price contracts containing price-rede termination 
provisions? 

(1) Determination of tentative initial prices* 

(2) Firm revision of initial prices on a forward basis. 

. (c) Under incentive -type contracts? 

(1) Determination of tentative target prices and target 
costs when firm targets cannot be initially determined, 

(2) Determination of firm target prices and target costs, 
including those cases where there is delayed deter- 
mination* 

(d) Under cost-reimbursement- type contracts: 

(1) Initial estimates as a basis for establishing fixed 
fees* 

(e) Under all the above types of contracts for determination of: 

(1) Contract price ceilings. 

(2) Adjustment of prices, price ceilings, targets, fees, 
etc. for all contract changes. 

15-101? Application of Historical (Actual) Costs. Historical (actual) 
costs are used for the following purposes? 

(a) Under cost- reimbursement- type contracts? retroactive 
determination of prices. 

(b) Under fixed-price contracts, with retroactive price- 
redetermination provisions? retroactive determination 
of fixed-prices based on actual costs, to extent 
permitted by Armed Services Procurement Regulations. 
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(c) Under incentive-type contracts: determination of adjusted 
prices after contract completion in light of actual costs 
and adjusted profits or fees, based upon sharing of 
increased or reduced costs as compared with estimated 
target costs . 

(d) Settlements in connection with termination of contracts 
for the convenience of the Government to the extent pro- 
vided by the Armed Services Procurement Regulations. 

15-105 Contract Provisions. Where the nature of a contract requires 
or may involve future determinations of price, these principles and stand- 
ards must be incorporated specifically by reference in the contract or be 
set forth in the contract or appended thereto, in order to be binding upon 
the Government and upon the contractor. These principles and standards 
shall be thus made a part of every contract and subcontract whose costs 
are subject to approval or review by the Department of Defense, or any 
of its subdivisions, executed as of a date on or after , 1953o 

Any such contract or subcontract may treat any element of cost thereunder 
more specifically than provided by this statement of principles and stand- 
ards so long as there is no inconsistency therein. 

15-106 implementation by the Military Departments . This statement 
of contract cost principles and standards shall be followed in procurement 
operations of the three military departments without modification or ex- 
pansion in any way except as to instructions on administrative procedures 
or as provided in the last sentence of the preceding paragraph. Any ex- 
pansion of or change in this section, deemed to be desirable, will be 
referred to the Office of the Secretary of Defense for consideration. Any 
interpretations of these principles and standards made in the course of 
contract administration shall be on a case-by-case basis in the light of 
the specific facts thereof — no system of written interpretations to be 
generally followed will be permitted. Administration of these problems 
is a matter for practical business judgment rather than rigid adherence 
to established precedents. 
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possible assurance of accuracy of cost estimates, as well as the means of 
more effective cost control, when variances of actual costs from standards 
are measured regularly and recorded in the formal accounts 0 

15-2C3.3 Use of Standard Costs in Determining Actual Costs „ Wherever 
contract price negotiations or settlements depend upon actual costs, and 
contractors have reasonably satisfactory standard cost systems, standard 
costs of products, or parts thereof, with appropriate adjustments for vari- 
ances from actual costs, may be considered to represent actual costs, pro- 
vided such costs are believed to otherwise reflect the application of the 
principles and standards set forth in this section 0 However, normally 
where adequate standard costs are available for complete end-products, 
fixed-price contracts should be used. 

15-203. U Use of Job-Order or Process Cost-Accounting Method . The 
use of either the job-order or process cost-accounting method in determin- 
ing historical costs of actual contract performance is acceptable. Wher- 
ever there is to be a retroactive determination of initial fixed-prices 
under a price-redetermination clause, or of a revised target cost under 
an incentive-type contract, it is essential to determine the actual cost 
of production of those items delivered upon which the revised price and 
cost determinations depend; this generally requires separate job costing 
of that portion of production, but any other method of cost determination 
may be used which will yield equally reliable results. 

15-203.5 Use of Historical Costs for Purposes of Cost Estimating . 

When used in the preparation of cost estimates, unmodified historical cost 
data may not provide a satisfactory standard of future performance; in this 
event their use would be undesirable. Where no more satisfactory cost data 
are available, historical costs may be used in the preparation of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new conditions, if any, which may be applicable to future production. 

15-20 a Basis of Application of Principles and Standards to Pricing 
of Standard Commercial Prod ucts . Standard commercial products are those 
which are normally manufactured and sold in large volume to customers who 
are neither prime contractors nor subcontractors for defense work, not- 
withstanding the fact that substantial quantities may be sold to defense 
contractors or the Government with relatively little or no change in 
specifications. In general, it will be expected that standard commercial 
products will be purchased under fixed-price contracts, and that prices 
will be established without primary reference to the respective contrac- 
tor's costs. The use of escalation clauses generally should take care of 
major contingencies which should not be added to estimated costs in con- 
tract pricing of such products. However, in those instances where cost 
analyses for standard commercial products are required in firm price 
negotiations under fixed-price contracts, these principles and standards 
will be applicable to the extent appropriate. Care must be used in such 
cases in order not to impose impractical requirements on contractors for 
cost estimates — to meet which requirements might result in work entirely 
disproportionate to the amounts involved. Cost analyses in such cases 
may sometimes be based upon other data than current cost estimates — — 
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for example, when a manufacturer has no cost data for a specific standard 
commercial product, he may have available for analysis, historical sales, 
costs and profit data on a group of products, including the specific one 
subject to price negotiation® 

15-205 Application of Generally Accepted Accounting Principles . It 
is to be understood that generally accepted accounting principles with 
respect to product or contract costs are nowhere codified or reduced to 
rigid formulae. Such principles permit the use of alternative practices 
or conventions, particularly in different types of business activities} 
yet in the main there are generally accepted limits in principle regarding 
accounting practices, the violation of which would not be condoned by the 
accounting profession. To the extent there is a twilight zone between 
accepted and non-accepted practices, definite understanding should be 
reached between the contracting parties. This section covers a number of 
subjects of this nature, so far as they can be covered for general applica- 
tion. Yet inevitably there will be a requirement for specific contractual 
provisions or supplementary interpretations of the contract terms in the 
application of cost principles, 

15-206 Contractors Accounting System , Subject to the observance of 
the cost principles set forth in this section, any system of accounts and 
any method of cost accounting or estimating will be acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if they produce equitable and reasonably accurate results under the particu- 
lar circumstances. 

15-207 Relation of Contract Costs and Profits , The use of actual or 
estimated costs in procurement pricing is only one phase of establishing 
the total price or monetary consideration under a contract. The determina- 
tion of reasonable profit is another important phase. These two phases of 
pricing are mutually dependent to the extent that certain factors may be 
considered in determining either costs or profit (or fee). Major factors 
to be considered in this respect relate to risks of cost increases or losses 
in performance. Depending upon the type of contract, either the contractor 
or the Government may assume such risks. Where the Government assumes all 
the risk of cost increases or additional unknown costs, or a major share 
thereof (as it generally does when these risks are great) through the use 
of cost- reimbursement- type contracts, escalation or price-redetermination 
clauses, or incentive-type contracts, the profit allowance for cost con- 
tingencies should be reduced to the extent appropriate. Normally in ne- 
gotiation of prices under outright fixed-price contracts, risks of loss or 
cost increases will be compensated in allowable profit margins rather than 
in allowances for contingent increases in cost. However, no hard and fast 
line may be drawn here, but it is important that such allowances not be du- 
plicated. For example, a contractor's cost estimates may properly include 
reasonable estimates of cost applicable to normally experienced defective 
work in manufacturing processes. Cost estimates generally include reasona- 
ble depreciation on plant and equipment} this cost factor is based largely 
upon risks of obsolescence of the facilities. In such cases these factors 
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should not be considered as elements of risk in determining the allowable 
profit. There are other factors having a similar bearing on cost and 
profit determination; for example, because interest on borrowed capital 
is not allowed as a cost, it should be covered in the interest return on 
capital allowed as a part of profit or fee; again in contracting for con- 
struction under cost-reimbursement-type contracts, it is customary prac- 
tice to exclude general, administrative and financial expenses from costs, 
but to allow instead for these factors as a part of the fixed fee. 

15-208 Relation of Contract Cost Principles to Federal Income Tax- 
ation , In general, all business costs allowable as deductions for the 
purpose of determining taxable income under the Internal Revenue Code 
should be allocated (assigned) to the extent appropriate, to the cost of 
performance of specific contracts, except as otherwise set forth in this 
statement of principles and standards. 

15-209 Special Provisions Relating to Cost Determinations, Includ- 
ing Limitations . Because of the need for standards of reasonableness in 
determining either estimated or actual costs of performance of specific 
contracts, including the application of business and public policies, a 
considerable portion of this Section, namely Part 3, is devoted to stand- 
ards of allowability of specific elements of costs under supply and re- 
search contracts with commercial organizations. Moreover, because of 
unusual accounting practices or problems involved in determining costs 
under facilities contracts, construction contracts and research and devel- 
opment contracts with non-profit institutions. Parts h 9 5, and 6 respec- 
tively, are devoted thereto. 

15-210 Direct vs. Indirect Costs . Every method of cost accounting 
or estimating embodies the principle of direct costing of materials and 
subcontract work. Direct costing of productive labor is general practice. 
Other expenses may be costed directly sometimes, but generally many of 
them are allocated to products, job orders, or contracts, etc. on an 
arithmetical basis in ratio to appropriate measures of performance — for 
this reason, such allocated expenses are termed ’'indirect costs. 1 ' 

15-211 Principle of Direct Costing . Every major item of cost (actual 
or estimated) should be identified with the unit beirg costed, whether it 
be the product, a job order, or a contract, when such items of cost do not, 
in fact, have substantially proportionate applicability to all classes of 
work. This principle may often be applicable to such elements of expense 
(when of major consequence), as travel, commissions, advertising, engineer- 
ing services, etc., as well as the normal items of materials and productive 
labor. This principle should be applied equally to the costing of both 
defense and nondefense products or services by any contractor who is en- 
gaged in mixed production. There are no absolute rules by which to deter- 
mine which items or elements of cost should be direct costed. In applying 
the principle, any contractor should follow a consistent pattern of costing 
if the results are to be equitable. In some instances, this principle may 
be applied by direct costing only the major items of a given cost element 
to all products, leaving minor items, if appropriate, subject to indirect 
cost allocations. 
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15-215 Indirect Costs . Indirect costs, which have the character of 
common or joint costs, usually consist of indirect materials, indirect 
labor, and other items. These costs generally are grouped in classes, as 
follows: 

(a) Manufacturing (shop, laboratory) expenses (often termed 
"manufacturing overhead" or "burden"), which are incurred 
in fabricating the article or service rendered j 

(b) Engineering expenses to extent not included in (a) or (c); 

(c) Selling and distribution expenses, incurred in marketing 
the products manufactured j 

(d) General and administrative expenses incurred in the overall 
management, supervision, and conduct of the business; 

(e) Financial and other expenses. 

15-216 Methods of Allocation of Indirect Costs . No general rules 
regarding allocation of indirect costs to products, job orders, or con- 
tracts can be stated for all individual cases, because the nature of the 
particular operations and the actual conditions in each instance deter- 
mine the most suitable method or methods to be employed. The best general 
test which may be applied to determine an appropriate method is to find 
the answer to the question: Does the method result in an allocation of 

the indirect costs to the products, job orders, or contracts, most equita- 
bly in relation to the machine or other work being performed on each? 

15-216.1 Use of Predetermined Rates for Indirect Expenses (Overhead 
Costs ) . . 

(a) Indirect expenses must always be predicted for purposes of cost 
estimates. This involves determination by the contractor of expense rates 
in accordance with whatever method or methods of expense allocation are 
followed. In accordance with the aim of encouraging the use of standard 
costs (paragraph 15-203.2), contractors should be encouraged to use ac- 
cepted standard cost methods of budgeting based upon distinguishing between 
fixed and variable expenses and upon estimating variable expenses by cost 
centers in proportion to estimated levels of production or work loads; such 
budgets provide the best means for estimating expense rates. Historical 
indirect expenses, or expense rates, should not be used indiscriminately 

as the equivalent of budgeted rates for this purpose without adjustment for 
nonrecurring expenses and adjustment of the portion of the rates represent- 
ing fixed expenses when substantial changes in production or work loads are 
expected. 

(b) The use of predetermined rates for indirect expenses is accepta- 
ble in lieu of actual rates of indirect expenses in determining otherwise 
historical costs of products or contracts, including costs under cost- 
reimbursement-type contracts, provided there is reasonable assurance that 
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the results would be fairly comparable with the use of actual rates. This 
practice may expedite the determination of contract prices and reduce audit- 
ing. When predetermined expense rates are so used, the contractor must ex- 
from direct costs any cost element included in predetermining expense 
rates in order to avoid duplicate charges# 


15-219 Financial and Other Expenses and Federal Income and Excess 
Profits Taxes. Neither product nor contract costs shall include interest 
charges (except under soecir.1 circumstances — see Part 3> or Federal income 
taxes because' such charges are allowed for in determining overall prices. 

It would be improper to allow for Federal excess profits taxes in determin- 
ing overall prices. Profit margins allowable in contract pricing are based, 
among various factors, upon consideration of normal interest return on total 
capital employed (including borrowed capital) and compensation a or risks 
( including* loss of any capital) except, to the extent that risks are the sub- 
ject of compensation through cost allowances or are assumed oy the Government 
under special forms of contract pricing, when no pricing allowance for such 
risks should be made. In this way, every contractor should receive nondis- 
criminatory treatment, whether he furnished his entire capital or borrows a 
large portion thereof, or whether he is organized in the form of a corpora- 
tion. a partnership, or a sole proprietorship. Any other financial or mis- 


cellar.eous e:rpenses must be considered item by item in 
a product or contract* 


eta mining costs of 
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PART 3--APPLICATI0N OF COST PRINCIPLES IN SUPPLY AND 
RESEARCH CONTRACTS WITH COMMERCIAL ORGANIZATIONS 


15-300 Scope of Part . This part sets forth, in some detail, appli- 
cations of cost principles and standards of Part 2 of this Section in 
determining costs to be utilized In connection with the negotiation of 
prices and cost reimbursements for all contracts other than (i) facilities 
contracts, (ii) construction contracts and contracts for architect-engineer 
services related to construction, and (iii) research and development con- 
tracts with educational or other nonprofit institutions* It is impracti- 
cable and unnecessary to cover every element of cost or possible situation 
that might arise in a particular case. However, when the items contained 
in this part do not furnish specific guidance, cost determinations sho uld 
be made in light of the philosophy expressed or implied in the principles 
and standards comprising Part 2 of this Section and the more detailed 
discussions of similar or related items in this Part 3. 

15-310 Manufacturing Costs . 

15-311 Efaterlals . The costs of materials, both direct and indirect, 
used or consumed in performance of Government contracts are allowable on 
the basis hereinafter outlined. As used hereinafter, the term "materials" 
includes subcontract work. 

15-311.1 Collateral Elements of Material Cost . In establishing 
direct material costs, consideration may be given to including the follow- 
ing elements, to the extent they are reasonable: 

(a) transportation, insurance, purchasing, receiving, handling, and 
storage; 

(b) overruns, spoilage, and defective work; 

(c) adjustments between book and physical inventories due to varia- 
tions in weights and measures and errors in record-keeping reasonably 
related to the period of contract performance. 

To the extent such items are included as direct material cost, no addi- 
tional allowance therefor may be made in the determination of manufac- 
turing expenses. If not so handled, they are properly includable in 
manufacturing expenses. 

15-311.2 tfaterial Credits . In establishing material cost, effect 
shall be given, either directly or as a reduction of total manufacturing 
costs, to such items as: 

(a) Cash discounts taken. However, in determi ning costs under cost 
reimbursement-type contracts, if the contractor does not exercise rea- 
sonable precautions in taking advantage of cash discounts available, 
all cash discounts lost may be excluded in determining allowable costs; 
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(b) Trade discounts, rebates, and allowances on material purchased; 

(c) Value of scrap and salvage and materials returned to vendors* 

15-311.3 Pricing . 

(a) In determining historical costs, any generally recognized method 
of pricing materials issued from stock may be employed for determining 
actual cost, provided it has been consistently used by the contractor, is 
acceptable for internal revenue purposes, and does not discriminate against 
the Government. However, if the contractor so elects, materials in inven- 
tory or under binding purchase contracts at the commencement date of a 
Government contract may be charged to the Government contract at provable 
replacement cost as of the date of its commencement, provided that, once 
the election is made, the method must be followed consistently thereafter. 
When special materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to the contract. Costs of subcontract work should be 
determined similarly; provided that, when subcontracts are performed under 
contract pricing arrangements other than outright fixed prices, the deter- 
mination of prices shall conform to this section so far as considerations 
of costs are concerned. 

(b) For purposes of estimating material cost, either current market 
prices or replacement cost may be used, provided, under most circumstances, 
replacement cost is not in excess of current market. In order to avoid 
the allowance of contingencies in cases in which replacement cost may be 
estimated to be in excess of market, escalation or price-redetermination 
provisions may be made a part of the contract. However, situations in- 
volving increases in material costs which are reasonably certain and 
determinable or relatively minor in amount may warrant recognition being 
given thereto in making estimates. 

(c) In cases in which the contractor has integrated operations in- 
volving inter-company or inter-divisional sales or transfers of materials, 
and it is possible objectively to determine market prices thereof, such 
prices may be used in determining or estimating the cost of the composite 
product. In objectively determining market prices, consideration may be 
given to the lowest sales price to nonaf filiated customers, if any, of 
the transferror for like items, quantity and quality considered. Wien 
objective pricing in such situations is not possible, the cost of materials 
so transferred or acquired shall be no greater, for pricing purposes, than 
the cost to the transferror. An exception to this may be made in case of 
suppliers in which nonaffiliated parties hold a minority interest of 10$ 

or more. Under such conditions a reasonable margin of profit on such sales, 
in recognition on the minority interest, may be permitted by agreement. 

In other cases when there are indications that less than an aim's length 
relationship exists between the contractor and the supplier, similar con- 
sideration is required in determining the propriety of the amounts allowed 
as contract costs. Whenever such purchases of materials are made at other 
than cost to the supplier, pursuant to the provisions of this paragraph, 
they shall be treated as subcontracts in determining the profit or fee. 


11 



15-312 Labor , Direct labor cost consists of salaries and wages 
identified specifically with the performance of a contract, job, or prod- 
uct, , In determining historical costs, labor will generally be charged 
a.x> actual rates paid by the contractor. However, if it is the contractor’s 
consistent practice to charge for performance of groups of labor at an 
average rate, or to use standard labor rates, with consequent savings in 
clerical expense or improvement in labor control, such methods may be 
used, provided labor groupings and the adjustment for cost variances re- 
sult in a reasonably accurate assessment of total charges . Similarly, 
when labor costs are required for making cost estimates, the use of stand- 
ard labor rates and standard time allowances (appropriately adjusted for 
experience variances ) or reliable engineering estimates is acceptable. 
Ordinarily the vise of wage rates higher than current going-rates will not 
be permitted for estimating purposes. In order to avoid substantial 
allowances for such contingencies, escalation or price-rede termination 
clauses are provided. However, situations involving increases in wage 
rates which are reasonably certain and determinable or relatively minor 
in amount may warrant recognition being given thereto in making estimates. 

Common labor services may be treated as indirect costs if specific 
identification is impractical or uneconomical and the results of alloca- 
tion are equitable. Similarly, supplemental or premium pay and fringe 
benefits may be so treated, although the relative size of such payments 
in relation to base pay may indicate the desirability of treating them 
as a separately identifiable direct labor charge as indicated herein- 
after in this Part. 

15*312. 1 Fringe Benefits — Vacations , Holidays. Sick Leave. Military 
Leave, Severance Pay, Pension and Retirement Plans, and Bnployee Insurance. 
Compensation of these types is allowable to the extent that, in each indi- 
vidual case, it is required by (i) law, (ii) employer-employee agreement, 
(iii) established policy that constitutes, in effect, an implicit agreement 
on the contractor’s part, or (iv) circumstances of the particular employ- 
ment. 


"Fringe benefits" arise because of the work performed by the employee 
while on the job, and the cost thereof must be considered as having a 
direct relationship to such work. However, in recognition of the different 
accounting treatment accorded fringe benefits, the cost thereof may be 
allocated to Government contracts on any of the following bases, provided 
eqvii table results are achieved? 

(a) Each class of compensation is preferably to be accrued as a cost 
over the period in which it is earned. 

(b) Where it is the contractor's established practice to record the 
costs at the time of payment, such practice may be acceptable. This 
is the most commonly used method of accounting for "fringe benefits," 
but its use might result in inequities in some cases. For example, if 
a Government contract was performed over the summer months during which 
most of the contractor's employees took vacations or military leaves. 
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recognition of the cost at time of payment would be inequitable to the 
Government. On the other hand, if the contract or contracts extended 
over appro xima tely one year and the proportion of Government work to 
the contractor's commercial work remained stable, this method might be 
equitable . Also, severance payments made in the event of termination 
should not be allocated entirely to the terminated portion of the con- 
tract or even to the terminated contract, since the employee's right 
to severance pay has accrued over his entire period of employment. 

(c) VJhen the costs of any of the elements of fringe benefits are 
greater or lesser with respect to defense business as compared with 
nondefense business, such costs should be allocated, so. far as feasible 
and appropriate, between the two classes of business before further 
allocation of such costs to individual contracts or products. If this 
method of cost allocation is used, it should be used consistently for 
all elements of fringe benefits having a different cost relationship 
to defense business as compared with nondefense business (for example, 
severance pay and pension costs-— which may have an opposite relation- 
ship). 

(d) Regardless of the accounting treatment accorded these costs in 
the contractor's accounts, an equitable amount may be determined by 
establishing an experience rate for such costs based on a representa- 
tive period. Changed conditions and circumstances would have to be 
considered in maiding such a determination. The experience rate would 
then be applied to the more direct labor costs to determine the allowa- 
ble costs. The use of such rate should be subject to semiannual 
revision in light of changed conditions. 

The cost of pension and retirement plans is covered more fully as the 
subject of a directive set forth as Appendix to this Section. 

Employee insurance includes group insurance and individual life and 
accident insurance. 

15-312.2 Premium Payments for Overtime and Extra-Shift Work . Costs 
of this nature consist of only the premium portion of overtime and extra- 
shift payments or accruals to employees, not the straight-time portion. 
Thus, if the rate for overtime work is time-and-one-half of the regular 
rate, the premium portion is the additional one-half. Similarly, if the 
wage rate for a second shift is twenty cents an hour above the regular 
rate, this additional amount is the premium. 

Overtime and shift premiums are allowable, but the contractor must 
disclose and justify the amounts of other than occasional overtime. 

Whenever such allowances are claimed as costs, prior approval of the con- 
tracting officer must be obtained. 

Such premiums may be classified as either direct or indirect labor 
cost, but should be separately stated in either event. Where treated as 
direct labor cost, they should not be included in the base for distribution 
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of overhead# The amount of overtime and shift premium cost charged on 
Government contracts shall not be disproportionate to the amount of such 
costs charged on non-Government work being concurrently performed in the 
contractor's plant# 

15-312#3 Unclaimed Wages # Costs under cost-reimbursement-type con- 
tracts should reflect a credit for unclaimed wages based upon agreement 
as to the amount thereof reasonably expected not to be paid subsequent to 
the date of settlement. In this event, all unclaimed wage liability rests 
with the contractor# When such an agreement cannot be reached, the Govern- 
ment will assume liability for payment of unclaimed wages and eliminate 
all allowances therefor from reimbursement to the contractor. 

15-313 Other Manufacturing Expenses . 

15-313.01 Method of Allocation of Indirect Manufacturing Expenses . 
Among the acceptable bases, depending upon circumstances, for allocating 
indirect manufacturing expenses are direct-labor-cost, direct-labor-hours, 
machine-hours, and units processed. In more complex manufacturing plants, 
it is appropriate to departmentalize the plant for purposes of accounting 
for manufacturing expenses when any given type of defense production is 
concentrated in departments having a much higher or lower expense rate 
than the average. Expense departmentalization is also desirable in larger 
and more complex plants for purposes of expense budgeting and control by 
the responsible foremen, regardless of the need for a more refined method 
of expense allocation. When manufacturing expenses are departmentalized, 
it is necessary to charge service-department expenses (such as the power 
plant) and factory general expenses (such as taxes, insurance, etc.) to 
the productive departments on appropriate bases before allocating the 
respective productive department expenses to products (or parts thereof) 
or to contracts or job orders for products. Appropriate bases should be 
selected for service-department and other expense distributions to pro- 
ductive departments— e. g., kilowatts of connected power load or metered 
power consumption, in the case of electric power. 

When direct-labor dollars expended fairly reflect machine effort, as 
well as labor-effort, in any productive department, it is most simple, as 
well as appropriate, to use that basis of expense allocation in preference 
to a direct-labor-hour or machine-hour basis. When there is much auto- 
matic or semiautomatic machinery in a productive department, the use of a 
machine-hour-rate is more appropriate for expense allocation. The units- 
processed-basis of allocation is appropriate when a given productive 
department processes only one item, or the several items are so similar 
as to be susceptible to measurement of units processed in terms of a 
-common denominator — e#g# steel sheets of various gauges processed through 
a rolling mill. 

15-313.02 Allocation of Engineering Expenses . Whenever engineering 
activities are substantial, it is appropriate that the expenses be sepa- 
rately allocated so far as feasible to products, job-orders, contracts, 
etc. The work to which expenses are allocated may include facilities or 
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equipment constructed or acquired and research and development work, as 
well as products. Engineering activities include product design, tool 
design, layout of production lines, determination of machine methods, 
drafting, etc. Engineering labor should generally be direct costed, as 
should any other major items of engineering expenses. Further treatment 
of various problems in connection with the costing of research and 
development, tooling, and preproduction expenses is included in Fart 3 
of this Sectionj facilities contracts are covered under Part 4* 

15-313.03 Depreciation and Amortization . Depreciation on a con- 
tractor^ plant and equipment and other capital facilities is an allowable 
element of contract cost, usually but not always of an indirect nature. 

It is the most difficult element of cost to determine because determina- 
tion is largely a matter of judgment or opinion, 

(a) In determining annual depreciation on the cost of a contrac- 
tor 's facilities, the following shall be considered % 

(i) In the case of buildings and most machinery used in manu- 
facturing, prospective economic obsolescence, either individually by 
item or enxnasse, and not wear and tear, is the major factor covered 
by the depreciation charge. Wear and tear of such facilities may be 
made good indefinitely by repairs and maintenance. On the other hand, 
in the case of automobiles and certain items of machinery and equip- 
ment, as time goes on the excessive cost of repairs and maintenance 
makes it more economical to replace the items after a certain optimum 
period of use or age. Again, some items are expendable in vise. Obso- 
lescence of facilities may be brought about by reduced economic utility 
without loss of productive utility, such as by technological changes 
affecting the economic use of individual machines. Special require- 
ments for relocation of facilities may also result in obsolescence. 
Obsolescence is always prospective with reference to an entire enter- 
prise or an individual plant as well as individual items of plant and 
equipment. Defense industries generally have a special problem of 
obsolescence due to their character. 

(ii) In general, every contractor is entitled to write off the 
entire cost (less estimated salvage value, if any) of facilities used 
in production over their estimated useful life in anticipation of 
possible obsolescence or replacement for other reasons, without require- 
ment for proof of economic obsolescence accrued at any time from a 
technical standpoint. This will generally mean that the cost of facili- 
ties will be written off before their productive usefulness actually 
expires. Depreciation is too intangible to warrant attempts at meticu- 
lous determination by individual items of plant and equipment, although 
such attempts are frequent and may be recognized. Hence, depreciation 
will generally be determined by types of facilities, in each of which 
the items are subject to similar incidence of obsolescence or other 
causes of replacement. The amount of depreciation written off in any 
fiscal period may vary with volume of production, provided a systematic 
method is followed consistently from year to year which is directed at 
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the primary objective of writing off the cost of facilities over their 
useful life. Generally, when such a method is employed in the case of 
any facilities subject primarily to loss through obsolescence, the ad- 
justed rates should be less than normal vhen production volume is below 
normal to compensate for higher rates where production is greater than 
normal (the term "normal" being used in the sense of "average"). 

(iii) Depreciation should be based upon original cost of the 
facilities, whether measured by purchase agreement for a cash considera- 
tion, the fair value of securities issued in exchange, or similar appro- 
priate measures, although it is permissible that such cost of facilities 
be adjusted, where desired by the contractor for purposes of deprecia- 
tion computations for contract pricing, to current price levels by the 
use of a general price index, provided in such event that the practice 
will be followed consistently in the future and also provided that 
otherwise the charge is made at the same annual rates applied to such 
adjusted costs as would have been appropriately applied on original 
costs in view of the estimated useful life of the facilities. In other 
words, no deficiency in actual depreciation provisions in any prior 
year, based upon current price levels, should be included in the depre- 
ciation charge for the current year. No other basis of determining 
appreciation in value of facilities may be utilized in determining 
depreciation for purposes of contract costs j for this purpose the pro- 
visions of the Internal Revenue Code governing the tax basis of facili- 
ties values are applicable. 

(lv) No depreciation will be allowable as such, or as a rental 
or use charge, on the cost of facilities which are fully depreciated 
but still in use when a substantial portion of such depreciation was 
on a basis that represented, in effect a recovery thereof as a charge 
against defense contracts or subcontracts in initial negotiated pricing 
or renegotiation of contracts. Otherwise, the contractor may compute 
normal depreciation on the cost of facilities in use without reference 
to previous depreciation provisions. Fully depreciated facilities will 
be determined on the basis of relating original cost to accumulated 
depreciation on such cost, regardless of whether there is an adjustment 
of current depreciation charges based upon adjusting the cost of facili- 
ties to current price levels. 

(v) No depreciation may be allowed oh facilities which are not 
in use, except such facilities as are held for standby purposes includ- 
ing additional plant capacity reserved for defense production. 

(b) In applying the foregoing considerations, depreciation rates 
-established with the approval of the Bureau of Internal Revenue for income- 
tax purposes generally may be utilized in determining contract costs. When 
such rates have not been approved, it may be necessary to use independent 
judgment in the determination of reasonable rates. Bulletin F of the 
Bureau of Internal Revenue provides general guidance for income-tax pur- 
poses on depreciation rates for normal facilities in normal peacetime usej 
care must be taken in the use of Bulletin F rates for purposes of contract 
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pricing as they may not be typical for the facilities of any specific 
contractor or industry, especially when the facilities are acquired for 
emergency use. Special methods have been established for dete rmining 
depreciation on emergency facilities subject to Certificates of Necessity 
authorizing special tax amortization by a special directive set forth in 
an appendix of this Section. When a contractor desires to establish 
depreciation rates which vary in relation to production there must 
generally be a departure from the depreciation method used for income-tax 
purposes. Again, the allowance of a computation of annual depreciation 
upon costs adjusted to current-price levels is at variance with income- 
tax depreciation methods 0 

15=313 • 04 Repairs and Maintenance . Repairs and maintenance of 
facilities (including Government-owned facilities) are allowable elements 
of contract costs. It is necessary that such expenses exclude expenditures 
for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and made the subject of depreciation. 

There is, of course, a twilight zone between repairs and maintenance and 
and capital expenditures within which a contractor should be permitted to 
operate upon the basis of his established accounting practice, if the 
results are qui table. For example, certain major costs of building altera- 
tions and rebuilding or rehabilitating machinery and equipment may reason- 
ably be treated in some instances as either repairs and maintenance expenses 
or capital expenditures, depending in part upon the contractor's deprecia- 
tion policy. In making decisions with respect to the alternative accounting 
treatment of these items, consideration should be given to the materiality 
of the amounts involved, and the question of the substantial enhancement 
in value of a contractor’s facilities at the expense of the Government for 
use during periods in which the contractor will have little defense busi- 
ness, In the latter case, for contract pricing purposes, the cost generally 
should be considered to be of a capital nature and the subject of depre- 
ciation. In those instances where it may be appropriate to charge the 
cost of extraordinary rehabilitation to expense, special care should be 
taken in equitably allocating the costs to all the benefited classes of 
work (see 15=313.07 "Preparatory Costs"). In some instances, allowance 
of substantial extraordinary rehabilitation expenses as a charge against 
defense business may be conditioned upon the contractor's agreement to 
hold the facilities available for defense work for a stated minimum period. 
Repairs and maintenance costs on facilities which are not in use will not 
be allowed, except on facilities held for standby purposes including addi- 
tional plant capacity reserved for defense production. 

15=313 o 05 Profits or Losses on Disposition of Plant and Equipment . 
Normally, in determining contract costs, no recognition will be given to 
profits or losses on disposition of plant and equipment for the reason 
that depreciation, reasonably determined, provides the exclusive charge 
for the cost of using a contractor's facilities. However, when a contrac- 
tor has capitalized special facilities acquired solely for performance 
tinder defense contracts (rather than charge the costs thereof to specific 
contracts) and termination of contracts finds such facilities not fully 
depreciated, an additional cost allowance may be made In determining costs 
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of the terminated contracts for the purpose of contract settlement, pro- 
vided such facilities are transferred to the Government, if so desired, 
or an equitable adjustment is made in favor of the Government in recog- 
nition of any salvage value estimated for such facilities. 

15-313.06 Rentals of Plant and Equipment . Ordinary rentals of plant 
or equipment are allowable if bona fide and reasonable. Special care 
should be exercised in determining reasonableness of rentals in cases in 
which rates were arrived at as a result of less than ana’s length bargain- 
ing. Rental costs will not be considered to be bona fide under the follow- 
ing circumstances s 

(a) Rentals are paid to persons, including corporations, affiliated 
with the contractor. 

(b) Rentals are paid to unaffiliated persons, including corporations, 
upon property formerly owned by the contractor when such property was 
fully depreciated or substantially fully depreciated before sale or 
transfer through charges against the costs of defense business. 

In either case (a) or (b), rentals will be limited to a reasonable amount 
of depreciation, as might be determined if the property were owned by the 
contractor, plus carrying costs which are not paid by the contractor under 
the terms of the lease, including maintenance, taxes, and insurance (but 
not interest on the investment), 

15-313.07 Preparatory Costs, including Engineering . Preparatory 
costs or expenses, also known as "make -ready costs," are costs specially 
incurred in preparing to operate under a specific contract or contracts. 
They include costs of organization and planning, employee recruitment 
training, engineering and development (including product design, product 
specifications, and planning of production processes and layout) and plant 
alteration and rearrangement. Preparatory costs do not include initial 
production (starting load) costs which are treated in paragraph 15-313.08 
of this Part. 

Preparatory costs, when incurred for the exclusive benefit of Gov- 
ernment production, are allocable directly or indirectly to the contracts 
benefiting from such costs. When preparatory costs benefit other classes 
of work as well as Government work, an equitable allocation to all bene- 
fited classes of work is proper. 

Preparatory costs may have been incurred prior to the award of a 
definitive contract. The amounts of such costs, for purposes of contract 
cost allowances, are subject to approval of contracting officers based 
upon advance understandings or upon subsequent negotiation. In such case 
a specific provision covering the allowability of pre-award preparatory 
costs should be incorporated in any definitive contract when future pric- 
ing or repricing may be based in part upon actual contract costs. However, 
the absence of such provision will not preclude consideration of the costs 
in subsequent price negotiations or determinations under such contracts. 
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15-313.08 Initial Production Costs . Initial production costs, also 
known as "starting-load costs," are non-recurring costs that arise in the 
early stages of production because of the contractor’s unfamiliarity car 
lack of experience with the particular materials, manufacturing processes, 
or techniques involved. They are to be distinguished from preparatory 
costs or expenses (also known as "make-ready costs"), which comprise such 
costs as tooling, engineering and development, and cost of equipment, and 
which are treated separately in this Section. 

Initial production costs may consist of the excessive portion of 
material costs incurred in the early stages of production, on contracts 
requiring new products or greatly Increased production, as the result of 
abnormal quantities of materials used or abnormal scrap losses. Initial 
costs may also consist of the excessive portion of direct-labor costs, 
plus a proper portion of the related overhead, incurred in the early 
stages of production due to such causes as excessive defective work 
resulting from inexperienced labor, idle time and subnormal production 
occasioned by testing and changing methods of processing, and cost of 
training employees. The justification for such special costs depends ' 
upon their nature and causes, and not merely upon the fact that total 
production costs are high. 

After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome, unit cost will usually tend 
to level off, thereby evidencing the end of the initial period of produc- 
tion but not necessarily representing the lowest unit cost eventually 
attainable during the operation of the entire contract. If, however, 
rejects continue abnormally high after a contractor has been allowed a 
reasonable length of time in which to learn how to make a product effi- 
ciently, the resulting excessive costs may not properly be allowable for 
purposes of cost estimating for formal pricing purposes or in establishing 
costs under terminated contract settlements. 

15-313.09 Reconversion Expenses . Reconversion expenses are those 
connected with restoration of facilities to approximately the same physical 
arrangement and condition they were in immediately prior to beginning of 
defense work, including the removal of Government-furnished property. Such 
expenses exclude the costs of acquiring and installing entirely new or 
different equipment or otherwise altering the facilities for an entirely 
different purpose after defense work is completed. Specific contractual 
provisions may be included in cost-reimbursement-type contracts to compen- 
sate the contractor for actual reconversion costs incurred. Reconversion 
expenses may also be allowed as an element of contract costs in other types 
of contracts on the basis of reasonable estimates under the following con- 
ditions; 

(a) , The contract price contains no other allowance for use of facili- 
ties which would compensate the contractor for reconversion expenses. 

(b) The facilities must have been altered or rearranged at the incep- 
tion of defense work or they were newly acquired buildings in which 
Government machinery and equipment has been installed. 

19 



(c) There must be a reasonable basis for the assumption that the 
facilities must and will be reconverted, 

(d) Reconversion costs shall be allowed only in pricing those con- 
tracts in existence or being actively negotiated at the time the costs 
of conversion were incurred. In the event of subsequent conversions 
or modifications for additional contracts, care must be exercised to 
avoid duplications of allowances for reconversion costs, 

15-313,10 Special Tooling , The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to the production of the particular supplies or 
the performance of the particular services for which acquired or furnished. 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. 

The cost of special tooling, when acquired for and its usefulness is 
limited to one or more Government contracts in force or being negotiated 
at the time of acquisition, is allocable to the specific Government con- 
tracts, The cost of tooling which is special to other classes of work 
will be allocated to such work. The cost of non-special tooling is not 
subject to direct allocation, but is subject to depreciation, which is 
presented elsewhere in this Part, except that in the production of stand- 
ard commercial products such tooling costs may be treated as indirect 
manufacturing expense on an expenditure basis, in lieu of depreciation, 
when the resultant charges are reasonably equitable between fiscal years. 
When the entire cost has been allocated to Government contracts, the 
asset concerned shall become contractor— acquired Government property and 
be subject to the provisions of Section XIII and Appendices B and c, ASPR, 
applicable to contractor-acquired Government property, 

15-313.11 Research and Deve lopment , Research and development ex- 
penses may be divided into two major categories— —product research and 
general research, 

(a) Product research is that research which is directed toward the 
the solution of specific problems encountered in the design or produc- 
tion of a particular product which has or is anticipated to have 
military or commercial use. The costs of current product research are 
allowable as costs on defense contracts and may be allocated thereto 
to the extent applicable to the supplies or services covered by the 
contracts, provided such costs are not reimbursed to the contractor 
under separate research contracts, 

(b) General research is all research other than that which is directed 
toward the solution of specific problems encountered in the design or 
production of a particular product which has or is anticipated to have 
military or commercial use* The cost of general research, when reason- 
able in amount and incurred in accordance with the contractor^ estab- 
lished practice, is allocable to all classes of work, including defense 
work, provided such costs are not reimbursed to the contractor under 
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separate research contracts. No general research costs which were in- 
curred in accounting periods prior to the award of the particular 
defense contract(s) (including amounts capitalized in the cost of 
patents obtained) s h all be allocated thereto, nor will the contractor 
be required to defer research costs incurred during the period of per- 
formance of defense contracts to subsequent accounting periods. 

(c) At the option of the procuring agency, cost allowances for 
research and development work may be made contingent upon the contrac- 
tor agreeing to waive any royalty charges, under all patents previously 
obtained or which may be obtained in the future from such work, to the 
extent such royalties are applicable to defense work, either directly 
or indirectly. 

15-313.12 Patents and Royalties . 

(a) Amortization of the cost of purchased patents owned by a con- 
tractor applicable to products or processes covered by a contract is an 
allowable element of cost to the extent reasonably allocable to the con- 
tract. Research and development costs leading to patents are allowed as 
provided in paragraph 15-313 .U. 

(b) Royalty costs are allowable if bona fide and reasonable. Special 
care should be exercised in determining reasonableness of royalties in 
cases in which amounts were arrived at as a result of less than arm*s 
length bargaining. Royalty costs will not be considered to be bona fide 
under the following circumstances: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor. 

(ii) Royalties are paid to unaffiliated persons, including 
corporations, upon patents formerly owned by the contractor when the 
costs of such patents or the research and development work thereon 
were substantially recovered through charges against the costs of 
defense business. 

In either case (i) or (ii) royalties will be limited to such charges as 
might be determined if the patent were owned by the contractor in accord- 
ance with the provisions of this paragraph and paragraph 15-313.11 
relative to research and development. 

(c) Care should be exercised in preventing charges for the use of 
patents when the Government, in fact, already has rights to such patents. 
(See Section EC, ASFR) 

15-313.13 Plant Protection Expenses . 

(a) These expenses represent costs incurred in protecting the con- 
tractor’s personnel and plant against fire, theft, sabotage, espionage, 
civil disorder, enemy attack, or other violent destructive forces. Plant 
protection expenses are allowable costs of defense contracts. Nbxmally 
they will consist of guards* wages and labor costs related thereto, costs 
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of individual equipment, cost of plant equipment if of minor amount, and 
depreciation of plant equipment. To the extent these costs are attribut- 
able solely to defense special security requirements, they are allocable 
entirely to defense contracts. Costs of normal plant protection not re- 
sulting from such special requirements, generally, should be indirectly 
allocated to all classes of work. 

(b) A special problem may arise in the case of fixed price contracts, 
the security classification of which is altered after the contract has been 
entered into. When such a contract price is negotiated, the contractor is 
presumed to know the plant protection requirements under the contract and 
is expected therefore to meet such requirements without additional charge 
to the Government. However, if the security classification of the con- 
tract were changed by the Government after entering into the contract, 
additional costs of plant protection will be allowed the contractor. The 
additional costs may include not only current costs of an operating nature 
but also costs of a capital nature if the parties agree that the capital 
costs are incurred solely because of the changed security classification 

of the contract and would not have been necessary from the contractor’s 
point of view. Also, if a classified contract is reclassified downward 
during its performance thereby permitting a savings in plant protection 
costs, such savings should, if material, be the subject of a contract 
amendment passing the savings on to the Government. 

(c) Civil defense costs must be allocated to all work of the con- 
tractor performed at the particular location where the costs are incurred . 
When the Government’s portion of the output of the particular plant is 
not material, the reasonableness of the incurred costs need not be ques- 
tioned. However, since usually past experience w ill not provide a guide 

as to reasonableness, civil defense costs should be the subject of specific 
agreement when the amount of such costs to be allocated to Government con- 
tracts is substantial. When this is the case, reasonableness may be 
judged in light of 2 

(i) Recommendations and requirements of the duly constituted 
Governmental authority having jurisdiction over civil defense in the 
local area. 

(ii) The extent of like measures being taken by other businesses 
within the local area, particularly those not producing under Government 
contracts. 

(iii) The portion of total cost likely to be allocated to Gov- 
ernment contracts as furnishing an inducement to the contractor to 
incur the cost. 

15-313.14 Insurance and Bonds . 

(a) The net cost of insurance and bonds, after deduction of divi- 
dends or other allowances which may be expected, if reasonably necessary 
to the operation of a business, is an allowable cost on Government con- 
tracts to the extent allocable. Some, but not all, of the types of 
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coverage which may be reasonably necessary are property, aircraft, auto- 
mobile, general liability, product liability, workmen’s compensation, 
employees' group, accident and disability, use and occupancy, and em- 
ployees' fidelity and surety bonds (including performance bonds)* 

(b) Insurance on the lives of officers is not an allowable cost, 
except when premiums are paid in behalf of executives or employees pur- 
suant to specific agreement or established policy whereby such payment 
may be properly considered as additional compensation (Paragraph 
15-312.1)* 

(e) When a contractor assumes insurable risks of any type, a reason- 
able provision for losses estimated by the contractor is an allowable cost 
if such provision is based upon actual loss experience to the extent fea- 
siblej or, in the absence of adequate loss experience data, it is not in 
excess of net costs which would be paid for such insurance if carried by 
private insurance companies. 

15-313.15 Taxes . 

(a) In general, all taxes paid or accrued in accordance with gen- 
erally accepted accounting principles are allowable, except for Federal 
income and excess profits taxes (see paragraph 15-219). Special assess- 
ments on land are not allowable because they represent capital improvements. 

(b) The Federal, Government is subject to certain exemptions from 
payment of Federal customs duties and excise taxes and State sales or use 
taxes on the purchase of materiel, either directly or for conversion, as 
indicated in Parts 2 and 3 of Section XI of the Armed Services Procurement 
Regulations. On the other hand, such taxes are generally properly assessed 
on materials and property purchased by a defense contractor. It is gen- 
erally illegal for a State or local authority to assess a contractor for 
property taxes upon the basis of including in his assessed property valua- 
tion any amount for Government-furnished property. For this purpose, the 
Government is not considered to own raw materials in stock or work in 
process acquired and fabricated by the contractor under contracts subject 
to progress payments or advance financing, including cost-reimbursement- 
type contracts. 

(c) Whenever taxes are believed to be illegally assessed against the 
contractor and the cost thereof may be included in historical costs for 
the purpose of contract pricing, contractors should request contracting 
officials for instructions concerning the payment of such taxes, possibly 
under protest, and with further respect to instituting litigation to 
obtain tax refunds, including interest, in which the Government would 
share in ratio to the charge made against the contracts. When litigation 
is involved in which the Government has an interest, it will bear its 
share of expenses of litigation either as a contract cost or as a reduc- 
tion of any recoveries of costs for its account. 

(d) State income taxes are an allowable item of cost, subject to a 
reasonable allocation to defense business, considering if desirable the 


23 



portion of total taxable profits which may be attributable to such busi- 
ness. Allowance of such taxes is necessary from the standpoint of eq ui ty , 
because many State or local governments do not have an income tax, an d 
those which do, use it in lieu of seme other form of taxes which would be 
an allowable element of contract costs. 

15-313.16 Strikes and Lockouts . The situations and consitions sur- 
rounding strikes and lockouts are so varied that it is impossible to 
establish a general principle providing for allowance or disallowance of 
costs incurred during such occurrences. Each case must be considered on 
its own merits in the light of the philosophy expressed or implied in the 
principles and standards expressed in Part 2 of this Section. 

15-320 Selling and Distribution Expenses . 

15— 320«1 Basis of Allocation of Selling and Distribution Expenses . 
Selling and distribution expenses in general are subject to allocation to 
the cost of defense work to the extent appropriate, considering the methods 
of selling and distribution to the Government or to prime contractors or 
subcontractors. Generally, selling and distribution expenses should be 
allocated between product lines, or to products sold to the respective 
customer types (where sales methods are different), based on analysis of 
the cost elements in relation to the sales efforts. In some cases, it may 
be appropriate to first allocate these expenses in whole or in part as 
between defense and nondefense business, and then to allocate the expenses 
applicable to defense business against the individual defense contracts or 
products. The principle of direct costing is very important in this area. 
For example, when special defense products are sold to the Government or 
to defense contractors by separately identifiable employees of the manufac- 
turer, the compensation and expenses of such employees may be appropriately 
charged to costs of such products. When, in such cases, there is a separate 
sales organization or identifiable group of representatives engaged in 
selling to nondefense customers, no portion of compensation and expenses 
thereof should be charged to defense products. On the other extreme, when 
standard commercial products are sold at fixed prices direct to the Govern- 
ment or to defense contractors, as well as to numerous customers not 
engaged either directly or indirectly in defense production, by means of 
one established sales organization, the same selling expense per unit of 
product may be used in cost estimating, except when the quantities sold 
are so abnormal in relation to sales effort that such an averaging of 
costs would result in significantly excessive total cost estimates. In 
the latter case, the fixed selling expenses should be charged to normal 
nondefense sales, leaving the defense sales chargeable o nly with a proper 
share of the variable costs. For an illustration of this principle see 
paragraph 15-320.5 re advertising. 

Many businesses have not yet extended refined methods of cost account- 
ing to selling and distribution expenses; in this, there is a lag behind 
methods of cost accounting for manufacturing expenses — in consequence im- 
provements in cost accounting in this area are more frequently required 
than in the area of manufacturing costs. 
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Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen' s compensation insurance, where it is the established prac- 
tice of the contractor to treat these items as a part of direct labor costs 

15-202. U Other Direct Costs* Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable only 
to other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs . 

15-203.1 General, (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 15-202, should be accumulated for accounting purposes by 
logical cost groupings and charged by a process of allocation© Each element 
of indirect cost is subject to the limitations of this Part as to allowabxlity. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistently, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i) ary substantial difference occurs between the cost patterns 
of work under the contract and other work of the contrac- 
tor; or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset improvement 
programs, the inventories, the volume of sales, the 
volume of production, manufacturing processes, the con- 
tractor's products, or other relevant circumstances. 

Ind ivid ual categories of indirect cost are discussed in ASPR 15-203.2 through 

15-203.5. 

(c) The base period for allocation of indirect costs is the period 
during which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but normally no longer than a year. 

When the contract is performed over an extended period of time, as many such 
base periods will be used as will be required to represent the period of 
contract performance. 

15-203.2 Indirect M a nufacturing and Production Costs . Indirect manufac-^ 
t urine and production costs consist of items of cost which are attributable 
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tn the manufacturing and productive process as a whole* Allocation of indirect 
manufacturing and production costs on a time basis, such as direct labor man- 
hours or machine-hours , is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in determining the necessity for departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en- 
gineering costs may arise may include product design, tool design, experimental 
development, manufacturing and production development, layout of production 
lines, determination of machine methods, and related blueprinting and drafting. 
Indirect engineering costs shall be allocated to the benefited contract and 
other work of the contractor (see ASEt l5-20U.2(v)(U)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pay shift, and multi-shift work), or some other 
equitable basis* 

Selling and Distribution Costs * Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost— reimbursement type 
contracts (but see ASPR l5-20U*2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting and other beneficial services, and which 
are for purposes such as application and adaptation of the contractor' s pro- 
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is demonstrated. Such costs shall be allocated to the 
contractor' s commercial work and its individual Government contracts on an 
equitable basic. Because of the special problems that arise in this area, the 
contractor should identity in its records, by means of sub-accounts or otherwise 
the items of selling and distribution cost considered properly allocable to 
Government contracts. 

15—203 .5 General and Adm in istrative Costs . General and administrative costs 
consist of items of cost attributable to the over— all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work of 
the contractor, using any recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro- 
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(iii) factory input costs (processing costs plus direct material); 
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(iv) Available to all employees of the contractor or to 
all employees within a group or salary classifica- 
tion which is not unreasonably restricted. 

(v) Allowable as an ordinary or necessary business ex- 
pense for tax purposes. 

(vi) Not restricted to officer or other employee stock- 
holders or are not distributed on the basis of stock- 
holdings . 

(5 ) Profit Sharing Plans . 

(i) As used herein profit sharing is construed to be ary 
plan (immediate or deferred-regardless of method of 
payment or participation )which includes, in whole or 
in part, a formal sharing of profits or is in any 
manner measured by dependent upon or contingent upon 
profit. 

(ii) The cost of profit-sharing plans s hall be treated as 
follows : 

(A) Compensation payable under immediate distribution 
plans is allowable if the plans meet the criteria 
set forth in (U) above. 

(B) Employer contributions incurred under deferred 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
if the plans meet the requirements of the applic- 
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenue-Service. 

(6) Stock Bonus Plans . Stock bonuses which are not disallowed 
by the provisions of ($) above are acceptable as a form of compensation, and 
the costs thereof are allowable subject to all conditions pertinent under sub- 
paragraph (h) above and meet the following requirements: 

(i) The valuation placed on the stock for the purpose of 
calculating such cost must be computed on a sound 
basis* 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable* 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordinarily be allowed unless 
it can be demonstrated that there exists a bona fide 
aims-length agreement and the values ascribed to such 
stock are fair and reasonable# 
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(iv) Claims for accruals of compensation under a stock 
bonus arrangement prior to acquisition of stock by 
employees will not be allowable unless arrangements 
are made for appropriate credit adjustment of costs 
in the event such stock is not acquired by employees . 

(7 ) The determination of allowability of the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs (q), (bb), 

(o), and (i) respectively, 

(e) Contributions and Donations . Reasonable contributions and 
donations to established non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly or indirectly, the technology of his industry or increasing the supply 
of trained manpower available to it, (ii) are in lieu of the cost of similar 
facilities which the contractor would have to provide, such as employee medical 
or recreational facilities, or (iii) are expected of the contractor by the 
community and it can r easonably be expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions. 

The propriety of the amount of particular contributions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts. The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justify allowability as a contract cost. 

(f) Depreciation . (1) Depreciation is a charge to current opera- 
tions which distributes the cost of a tangible capital asset, less estimated 
residual value, over the estimated useful life of the asset in a systematic 
and logical manner. It does not involve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness in the particu- 
lar contractor's operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 
Federal inccme tax purposes (see Section 167 of the 
Internal Revenue Cede of 195li)j or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
by the contractor for Federal incane tax purposes 
had such organizations been subject to the payment 
of incane tax; and in either case 

(iii) by the consistent application to the assets concerned 
of any generally accepted accounting method, including 
those recognized by Section 167 of the Internal 
Revenue Code of 1?5U. 


7 


I 


Depreciation should usually be allocated to the contract and other wort: as 
an indirect cost. The amount of depreciation allowed in ary accounting 
period may, consistent with the basic objectives set forth in (1) above, 
vary with volume of production or use of multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), 

shall be computed in accordance with the determina- 
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 

computed by distributing the remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (h) below); 
provided the remaining undepreciated portion of 
such cost shall not include any amount of unrecovered 
"true depreciation." 

(U) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production. 

(5) Unless otherwise provided for in the contract, no use 
charge shall be allowed for assets st ill in use which have been fully de- 
preciated on the contractor's books or acquired without cost. Use charges 
for assets not fully depreciated on the contractor's books are unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits . 
Reasonable costs of health and welfare activities, such as house publica- 
tions, health or first-aid clinics, and employee counselling services, 
incurred, in accordance with the contractor' s established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer-employee relations, employee morale, and employee performance, are 
allowable. Such costs shall be equitably allocated to all work of the 
contractor. Income generated from ary of these activities shall be 
credited to the costs thereof unless such income has been irrevocably 
set over to employee welfare organizations. 
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(k) Food Se rvice Costs and Credits . Food services include 
Wh iS fUrn i sning ^ilities for cafeterias, dining rooms, canteen^ 
tMrtftrtf' * M » vendl ^ machines, or similar types of services for the con- 

at the contractor's facilities or facilities controlled . 
by the contractor. Profits ( except profits irrevocably set over to an 
we }f ar ® organization of the contractor in amounts reasonably 
Y* ben ? flt ° f the employees at the site or sites of contract 
performance) accruing to the contractor fron the operation of these ser- 
vices, whether operated by the contractor or by a concessionaire, shall be 
a cred * b > 311(1 allocated, to all activities served. Reasonable 
losses from operation of such services are allowable when it is the p olicy 
of the contractor to operate such services at a profit or at cost; provided, 
however, that such losses are allocated to all activities served. When it 
is the policy of the contractor to furnish such services at a loss, losses 

° P f ra ?u 0n sha11 not be allowed as a cost unless specifically pro- 
vided for in the contract. 

, , ,^2, Fringe Benefits. Fringe benefits are allowances and services 
™ I®* 1 by the ® ontracbor to its employees as compensation in addition to 
wages and salaries. Costs of fringe benefits, such as pay for 
c ions, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer-employee agreement, 
or an established policy of the contractor (but see (d) above, and (j)(3)(v), 
lo; and (x) below). * 
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( j) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance ■which the con- 
tractor is required to carry under the terns of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not compensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for approval 
but maintained by the contractor in connection with the performance of the con- 
tract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances j 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and other items of cost unallowable under 
this Partj 

(iii) costs of insurance or any reserve covering the risk of 

loss of or damage to Government-owned property are unallow- 
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance program 
are unallowable unless the program has been approved by 
the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(U) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self-insurance program or otherwise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory rela- 
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, employee publications, and other related activities 
are allowable. 
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(l) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Government 
property unless otherwise provided for) , which neither add to the permanent value 
of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable (but see ASPR l5-20lu3(d) ) . Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason such as abnormal operating conditions or 
lack of funds and are performed during the contract period, are unallowable unless 
specifically provided for in the contract. Likewise, the estimated cost of main- 
tenance and repair normally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract. 

(m) Manufacturing and Production Engineering Costs . Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and improve- 
ment; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production; 

are allowable. 

(n) Material Costs . 

(1) Costs of direct and indirect material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however, 
to (2) through (6) below. In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. However, where the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond its control, such lost dis- 
counts need not be so credited. 

(3) When material is purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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(i) the retirements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 

hOh(a)(l)(D) of the Internal Revenue Code of 195U), shall 
not exceed — * 


(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-emempt organizations, the 
amount which could have been claimed and deducted for Fed- 
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and which — 


(iv) 


(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, could 
have been disallowed for tax purposes had such organizations 
ocen subject to the payment of income tax; and 

in determining the net pension plan costs allocable to military 
contracts, and in addition to making appropriate adjustments 
^ credits or gains arising out of normal employee turnover 
consideration shall be given, in accordance with (A) or (B) * 
below, to possible future abnormal termination credits or gains 
which may arise with respect to individuals for whom pension plan 
costs have been or are being incurred by the contractor but whose 
employment will terminate before they acquire a vested right to 
the benefits under such plans 6 

(A) when such abnormal termination credits or gains are fore- 
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such anticipated future credits or gains shall be 
made, either by reducing the current costs otherwise allo- 
cable, or by obtaining realistic recognition in the actuary's 
calculation of current costs, so that the current costs do, 
in fact, reflect the reduction for the abnormal termination 

or ff in f " hich are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto, 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when suoh abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
aoouraoy; or 

(II) have not been the subjeot of adjustment under (A) 
above; 

pension plan costs incurred under the oontract shall be 
subjeot to retrospective accounting and any necessary 
adjustment for such subsequent termination oredits or 
gains unless the Government and the oontraotor agree upon 
a method of determining suoh adjustment, or agree upon 
an equitable adjustment; any suoh agreement shall be 
reflected in the oontract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor, 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodio cash payments made to provide pension 
benefits for retiring or retired employees other than such oosts inourred under 
approved pension plans shall be subjeot to consideration on an individual oase 
basis o 

(r) Plant Protection Costs, Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on plant 
protection oapital assets; and neoessary e xpenses to comply with military 
security requirements are allowable* 

(s) Professional Servioe Costs - Legal, Accounting, Engineering, and 
Other, 


(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon reoovery of the oosts from the Govern- 
ment (but see ASPR 15-204<>3(f ))* 

(2) Faotors to be considered in determining the allowability of 
oosts in a particular case inoludet 

(i) the past pattern of such oosts, particularly in the years 
prior to the award of Government oontraots; 

(ii) the impaot of Government oontraots on the contractor’s 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor’s own organizations; and 
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(iv) whether the proportion of Government work to the con- 
tractor' s total business is suoh as to influence the con- 
tractor in favor of iiourring the oost, particularly where 
the servioes rendered are not a continuing nature and 
have little relationship to work under Government contracts • 

Retainer fees to be allowable must be reasonably supported, by evidenoe of 
servioes rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
oosts, inourred in oonneotion with organization and reorganization, defense of 
anti-trust suits, and the proseoution of claims against the Government, are 
unallowable. Costs of legal, aocounting, and consulting servioes, and related 
oosts, inourred in oonneotion with patent infringement litigation, are unal- 
lowable unless otherwise provided for in the oontraot. 

(t) Reoruiting Costs. Costs of "help wanted" advertising, operating 
oosts of an employment offioe necessary to secure and maintain an adequate 
labor force, oosts of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 

UShere the oontraotor uses employment agenoies, oosts not in exoess of standardo 
commercial rates for suoh servioes are also allowable. Costs of speoial benefits 
or emoluments offered to prospective employees beyond the standard practices in 
the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities ) • 

(1) Rental oosts of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such faotors •* 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent suoh 
oharges do not exoeed the normal costs of ownership, suoh as depreciation, 
taxes, insuranoe, and maintenance; provided that no part of such oosts shall 
duplicate any other allowed oosts. 

(3) Unless otherwise specifically provided in the oontraot, rental 
oosts Bpeoified in sale and leasebaok agreements, inourred by contractors 
through selling plant facilities to investment organizations, such as insuranoe 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that suoh rentals do not exoeed 
normal oosts, suoh as depredation, taxes, insuranoe, and maintenance, borne 
by the lessor, whioh would have been incurred had the oontraotor retained legal 
title to the facilities. 

(v) Researoh and Development Costs . 

(l) Researoh and development oosts (sometimes referred to as general 
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engineering oosts) are divided into two major oa.tegori.es , for the purpose of 
oontraot costing: (i) general resewoh., also referred to as basio resewoh, 
fundamental resewoh, pure resewoh, and blue-sky* researoh; and (ii) related 
researoh or development* also referred to as applied researoh* product researoh* 
and product line researoh* 

(2) General researoh is that type of researoh which is direoted 
toward inorease of knowledge in soienoe* In such researoh* the primary aim of 
the investigator is a fuller knowledge or understanding of the subjeot under 
study, rather than a practical application thereof* Costs of independent 
general researoh (that whioh is net sponsored by a oontraot, grant, or other 
arrangement) are allowable to the extent specifically provided in the oontraot* 

(3) Related researoh is that type of researoh whioh is direoted toward 
praotical applioation of soienoe* Development is the oystematio use of soientifio 
knowledge direoted toward the production of useful materials* devices, methods* 

or prooesses* exclusive of design* manufacturing* and production engineering 
(see (m) above). Costs of a oonti aotor : s independent related research and 
development (that which is not sponsored by a oontraot, grant, or other arrange- 
ment) we allowable under any cost-reimbursement type production oontraot; pro- 
vided the researoh and development we related to the oontraot product line and 
the oosts we allocated to all production work of the contractor on the contract 
product line; and provided further that the oontraotor discloses to the Govern- 
ment the purposes and results of the resewoh and development* Suoh oosts we 
unallowable under oort-reiribursement typ=> resewoh ar.i development contracts* 

(4) Independent resewoh and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is 
performed. 

(5) Resewoh and development oosts (including amounts capitalized), 
regwdless of their nature* whioh were inourred in accounting periods prior 

to the awwd of a particulw oontraot, shall not be allocated to that oontraot 
unless allowable as precontract oosts (oee ASFR 15-204 *3 (k))* 

(w) Royalties and Other Costs for Use of Patents* Royalties on a patent 
or invention* or amortization of the oost of acquiring a patent or invention 
or rights thereto* neoesswy for the proper performance of the oontraot 
applioable to oontraot products or prooesses* we allowable to the extent 
expressly set forth in the oontraot or otherwise authorized by the contracting 
officer; provided that where the Government has a lioense or the right to free 
use of the patent or invention suoh oosts we unallowable; and provided further 
that where the patent has been adjudioated to be invalid such oosts incurred 
thereafter we unallowable* 

(x) Severanoe Pay* 

(l) Severanoe pay* also oammonly referred to as dismissal wages*, 
is a payment in addition to regulw salaries and wageo, by contractors to 
workers whose employment is being terminated* Costs of severanoe pay we 
allowable only to the extent that* in eaoh oase* it is required by (i) law, 

(ii) employer-employee agreement; (iii) established polioy that constitutes* 
in effeot, an implied agreement on the oontraotor f s part, or (iv) circumstances 
of the pwtioulw employment* 
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(2) Costs of severance payments a. re divided irrbo Wo categories as 

follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the eontraotor provides for accrual 
of pay for normal severance such method will be 
acceptable if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a representative past period, and if amounts aoorued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 
of continuing employment on other work of the centre c tor 
a all be assigned to the intire nerici of th<s employment 
of the terminated employees and equitably allocated to 
all work performed ,r. the contractor's plant during that 
period, A reservation in the final release may be made 
when it is reasonable to assume that severance pay allocable 
to the contract will be made in the future. 

(y) Special Tooling Costs . The term "special ■•ooling" means property of 
such specializes nature thac its use, without eubeixstial modification or altera- 
tion, is limited to the producxion of the particular supplies or the performance 
of the particular services for which acquired or furnished. It includes, but 

is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. Costs of special tooling acquired for 
performance of the contract are allowable and shall be charged directly thereto. 

(z) Taxes. 


(l) Taxes are charges levied by Federal, State, or local governments# 
They do net include fines and penalties except as otherwise provided herein# 

In general, taxes (including State and local income taxes) which the contractor 
is required to pey end which are paid or aocruec. in acoordanoe with generally 
1 .: e.'uuvv-vr.:*:^ principles are allowable, except for* 

(i) Federal income &r»d excess profits taxes: 

(ii) taxes in connection with financing, refinanc ing or refunding 
operations (sec ASPH 15-204. 3(f ))$ 

(iii) taues from which exemptions are available to tho contractor 

directly or available to the contractor based on an exemption 
afforded the Govortmer.t exeept when the contracting officer 
determines that the administrative burden inoident to ob- 
taining the exemption outweighs the corresponding benefits 
aocruing to the Government; and 
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(iv) special assessments on land whioh represent capital im- 
provements© 

Taxes otherwise allowable under (l) above* but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer* including 
cooperation with and for the benefit of the Government* to 
(A) determine the legality of such assessment or, (B) secure 
a refund of suoh taxes „ 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable* Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as oontract oosts, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid 
or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that suoh in terest 
accrued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest, and penalties* 

( aa ) Trade, Business, Technical, and Professional Activity Costs* 

(1) Memberships . Costs of membership in trade, business, teohnical, 
and professional organizations are allowable. 

( (i) 2 ) Subscriptions . Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable* 

Meetings and Conferences . Costs of meals, transportation, rental 
of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such oosts is the dissemination of teohnical in- 
formation or the stimulation of production, are allowable* 

(kb) Training and Educational Costs . 

(l) Costs of preparation and maintenance of a program of ins truction 
at noncollege level, designed to increase the vocational effectiveness of bona 
fide employees, including training materials, textbooks, salaries or wages of 
trainees during regular working hours, and 

(i) salaries of the director of training and staff when the 

training program is conducted by the contractor; or 
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(ii) tuition emd fees when the training is in an institution 
not operated by the contractor; 


are allowable « 

(2) Costs of part-time teohnioal , engineering and soientifio education, 
at an under- graduate or post-graduate oollege level, related to the job require- 
ments of bona fide employees, including only: 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational institution; 

(iv) tuition oharged by the educational institution, or in 
lieu of tuition, instructors* salaries and the related 
share of indireot cost of the educational institution, 
to the extent that the sum thereof is not in exoess of 
the tuition whioh would have been paid to the participating 
educational institution; »and 

(v) straight-time compensation of each employee for time spent 
attending olasses durin g working hours not in exoess of 
156 hours per year where ciroumstanoes do not permit the 
operation of classes or attendance at olasses after 
regular working hours; 

are allowable* 

(3) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in connection with full-time 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for eaoh employee so trained, are 
allowable. In unusual cases where required by military technology, the period 
may be extended. 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the contractor for training purposes are 
allowable to the extent set forth in (l), (f) and (u) above, respectively* 

(5) Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, are 
considered contributions (see (e) above). 

( 00 ) Transportation Costs* Transportation oosts inolude freight, express, 
oartage, and postage charges relating either to goods purchased, in process, 
or delivered. v ‘'hen such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation oosts or added to the 
cost of such items (see (n) above)* TThere identification with the materials 
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received oannot readily be made, inbound transportation costs may be charged to" 
the appropriate indireot oost accounts if the oontraotor follows a consistent 
equitable procedure in this respeot. Outbound freight, if reimbursable under 
the terms of the oontraot, should be treated as a direot costs 

( dd) Travel Costs « 


(1) Travel oosts inolude oosts of transportation, ledging, subsistence, 
and incidental expenses, inourred by oontraotor personnel in a travel status 
while on official oompany business o 

(2) Travel oosts inourred in the normal oourse of over-all adminis- 
tration of the business end applicable to the entire business are allowable, 

Suoh costs shall be equitably allocated to all work of the oontraotor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis* The basis 
selected shall be consistently folio -.: o d. 

(U) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General * 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all work of the contractor, 

(2) Certain costs discussed in ASPR 15-20U. 3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

(i) ASPR l5-20ii*3(e) 

(ii) ASPR l5-20U.3(i) 

(511) ASPR l?-20lu3(k) 


l$-20lu3 Unallowable Costs * 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unall owable* 

(b) Contingency Reserves . Contingency reserves, created and main- 
tained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For self-insurance programs, see ASPR 
l5-20U*2(j)). 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
l5-20U.2(g), (i), and (aa)). 
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(d) Excess Facility Costs * Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regu- 
lations are unallowable except when incurred as a result of compliance 

with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs . Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR l5-20lt.2(z) (but see ASFR 
15-20U. 2(ee)(l)). 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor' s contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(h) Organization Costs . Expenditures, such as incorporation fees, 
attorney's fees, accountants fees, brokers fees, fees to promotors and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raising capital, are unallowable (see (f) above). 

(i) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

( j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR lj>-20li.2(f )(2) as to basis for de- 
preciation) ♦ 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General . 

(1) In addition, certain costs discussed in ASPR 15-201*. 2 are 
stated to be unallowable. See for example : 

(i) Advertising Costs, ASPR l5-20l;.2(a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15~20l*.2 (d)(3) 

(iii) Depreciation, ASPR 15-201*. 2 (f )(!;), and (5) , last sentence; 

(fv) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20l;.2(s)(3), first sentence; 

(v) Recruiting Costs, ASPR 15-201*. 2 (t), last sentence; 

(Vi) Royalties and Other Costs for Use of Patents, ASPR 15- 
20l*.2(w), both provisos; and 

(vii) Taxes, ASPR l5-20i*.2(z)(l)(i) through (±v). 

(2) Certain other costs discussed in ASPR l5-20l*.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author- 
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR 15-20U.2 (f)(5), first sentence; 

(ii) Food Service Costs and Credits, ASPR 15-201;. 2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR 15-201;. 2 ( j ) ( 3 ) ( iii ) and 

(iv), and (U); 

(iv) Maintenance and Repair Costs, ASPR l5-20i;.2(l)(2); 

(v) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 

ASPR l5-20l;.2(o), second sentence; 



(vi) Patent Costs, ASFR l5-20U.2(p), second sentence; 


(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20U.2(s)(3)> last sentence; 

(viii) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR l5-20li.2(u)(3); 

(ix) Royalties and Other Costs for Use of Patents, ASPR 15- 

20U.2(w); 

(x) Taxes, ASPR l5-20lw2(z) (2); and 

(xi) Travel Costs, ASPR l5-20lu2(dd)(l*). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 


15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the established practices of the contractor which sub- 
stantially increase the contract costs, and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs . 

15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 



to the contract or other work with which identified. This principle may be 
applied to items of cost, such as freight, travel, communications, and engineer' 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202.2 Direct Material Costs. Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202.3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen’s compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs, 

15-202.4 Other Direct C osts. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 
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(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor’s products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

( c ) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor’s fiscal 
year. When the contract is performed over an extended period of time, as 
many such base periods will be used as will be required to represent the 
period of contract performance. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufactur- 
ing and production costs consist of items of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct libor man- 
hours or machine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(v) (4)) on the basis of direct engineering man-hours expended, 
direct engineering labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor’s products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to technical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor’s products, rather than pure selling, are allowable if a 
reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor’s commercial work and its individual 
Government contracts pn an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor’s 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the contract (exclusive of general and administrative 
costs) compared to the corresponding ratios for the con- 
tractor’s plant or activity as a whole; and 

(iv) other revelant factors including those mentioned in ASPR 
15-203. 1(b). 


15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination of allow- 
ability shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable; 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor’s industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non -Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor’s bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor’s established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and eq u itable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor’s premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor’s premises, are unallowable. 

(d) Compensation for Personal Services . (Reserved) 

( e ) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor’s operations 
as distinguished from physical life. 

(2) Depreciation on a contractor’s plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, vary 
with volume of production or use of multi-shift operations. 

(3) Where a contractor has received a determination of “true 
depreciation’’ from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or “true” depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use true depreciation,’’ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(n) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below, provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered “true depreciation.’’ 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for current and 
immediately prospective production. 



(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor’s books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor’s established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations. 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor’s em- 
ployees at the contractor’s facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all - activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) Fringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor’s part (but see (d) above, and (j)(3)(v), 

(q) and (x) below). 
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(j) Insurance and Indemnification. 


(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) * Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent pf coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstance s ; 

(ii) costs allowed for use and occupancy insurance shpll be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self-insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(l) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable ..(but see ASPR 
15-204. 3(d)). Expenditures if© r plant and equipment which, according to 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation ar&iallowable only on a depreciation basis. 


(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 


are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and cash discounts, and credits for scrap 

and salvage and material returned to vendors,, rSuch income and other credits 
shall either be credited directly tp cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include “write-downs” or “write-ups” of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor’s sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift , and Multi -Shift Premiums. The 
premium portion of overtime, extra -pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of such premium costs allocated to non-Government 
work being concurrently performed in the contractor’s plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 


(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans , 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pensionplan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph ( q) .) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions : 


(i) the requirements of ASPR 15-2)01.2 shall be satisfied; 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover , consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be made, either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary’s calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 

(r) Plant Protection Costs . Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets: and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 
Other . 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor’s 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor’s own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor’s total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs. Costs of “help wanted’’ advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while*engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are 
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allowable. Where the contractor uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 

property are allowable if the rates are reasonable in light of the type, life 
expectancy *. condition, _ arid value of the facilities leased*, options available, 
and other provisions of the rental agreement. , 

(2) Charges in the nature of rent between plants, divisions, or 

organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. ' 

(3) Unless otherwise specifically provided in the contract, rental i 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 

general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research, and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research 

(2) General research is that type of research which is directed 
toward increase of knowledge in science.. In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract. 
/Generally, the contractor shall be required to disclose to the Government 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor’s independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor’s previous 
years’ independent research programs; and 

(v) proportion of Government business to contractor’s total 
business^/ 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor’s independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line/; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) . 
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(w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper performance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer -employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor’s part, or (iv) circum- 
stances of the particular employment. 

(2) Costs of .severance' ''payments are divided into two categories 
as follows: 


(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor’s 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor’s 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor’s plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
pay allocabLe to the contract will be made in the future. 


(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)) ; 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements . 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
directipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government. 

(aa) Trade, Business, Technical, and Professional Activity Costs . 

(1) Memberships. Costs of contractor’s membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professional, and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing and maintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs of the d irector of training and staff, training materials, 
and text books, and tuition and fe-es when part-time training is conducted 
by educational institutions, are allowable when limited to on-the-job 
type training and when -properly allocated. Costs of training in educa- 
tional institutions ere unallowable, except to the extent specifically pro- 
vided for in the 'Contract in accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight; express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ^Identification with the materials received can- 
not readily be made, inbound transportation costs may be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders’ meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to talcing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all wo^rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204.3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204. 3 (i) ; and 

(iii) ASPR 15-204. 3(k). 

15-204,3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers’ accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
h a PP en * n g» are unallowable. (For self-insurance programs see ASPR 15- 
204. 2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 
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(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over income 
under any other contract (including the contractor’s contributed portion 
under cost-sharing contracts), whether such other contract is of a supply, 
research and development, or other nature, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and organ 

izers> in connection with, (i) organization or reorganization of a business, 
or (ii) raising capital* are unallowable (see (f) above).. 

(i) Precontract Costs. Precontract costs ^re those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 

(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor’s facilities to approxi- 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General. 

(1) In addition, certain costs discussed in AS PR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

( vi ) Taxes,- ASPR 15-204, 2<z)(l)(i) through (iv), 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government- See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(f)(5), first sentence; 

(iii) Food Service Costs and Credits, ASPR 15 -204.2(h), 

last sentence; . 

(iv) Insurance and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi -Shift Premiums, 

ASPR 15-204. 2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204. 2(p), second sentence; 
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(viii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs, ASPR 15-204. 2(z)(2); 

(xii) Training Costs, ASPR. 15-204. 2(bb), 
last sentence; and 

(xiii) Travel Costs, ASPR, 15-2 04, 2 (dd) (4). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 


15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the established practices of the contractor which sub- 
stantially increase the contract costs, and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits. The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs . 

15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 



to the contract or other work with which identified. This principle may be 
applied to items of cost, such as freight, travel, communications, and engineer' 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202.2 Direct Material Costs. Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202.3 Direct Labor Costs. Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen’s compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs, 

15-202.4 Other Direct C osts. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 
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(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor’s products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

( c ) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor’s fiscal 
year. When the contract is performed over an extended period of time, as 
many such base periods will be used as will be required to represent the 
period of contract performance. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufactur- 
ing and production costs consist of items of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct libor man- 
hours or machine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(v) (4)) on the basis of direct engineering man-hours expended, 
direct engineering labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor’s products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to technical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor’s products, rather than pure selling, are allowable if a 
reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor’s commercial work and its individual 
Government contracts pn an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor’s 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the contract (exclusive of general and administrative 
costs) compared to the corresponding ratios for the con- 
tractor’s plant or activity as a whole; and 

(iv) other revelant factors including those mentioned in ASPR 
15-203. 1(b). 


15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination of allow- 
ability shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

(a) Advertising Costs . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable; 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor’s industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non -Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor’s bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor’s established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and eq u itable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor’s premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor’s premises, are unallowable. 

(d) Compensation for Personal Services . (Reserved) 

( e ) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor’s operations 
as distinguished from physical life. 

(2) Depreciation on a contractor’s plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above, vary 
with volume of production or use of multi-shift operations. 

(3) Where a contractor has received a determination of “true 
depreciation’’ from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or “true” depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use true depreciation,’’ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(n) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below, provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered “true depreciation.’’ 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for current and 
immediately prospective production. 



(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor’s books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor’s established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations. 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor’s em- 
ployees at the contractor’s facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all - activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) Fringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor’s part (but see (d) above, and (j)(3)(v), 

(q) and (x) below). 
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(j) Insurance and Indemnification. 


(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) * Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent pf coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstance s ; 

(ii) costs allowed for use and occupancy insurance shpll be 
limited to exclude coverage of profit, interest, Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self-insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(l) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable ..(but see ASPR 
15-204. 3(d)). Expenditures if© r plant and equipment which, according to 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation ar&iallowable only on a depreciation basis. 


(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 


are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and cash discounts, and credits for scrap 

and salvage and material returned to vendors,, rSuch income and other credits 
shall either be credited directly tp cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include “write-downs” or “write-ups” of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor’s sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift , and Multi -Shift Premiums. The 
premium portion of overtime, extra -pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of such premium costs allocated to non-Government 
work being concurrently performed in the contractor’s plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 


(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans , 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pensionplan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph ( q) .) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions : 


(i) the requirements of ASPR 15-2)01.2 shall be satisfied; 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover , consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be made, either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary’s calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 

(r) Plant Protection Costs . Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets: and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 
Other . 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor’s 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor’s own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor’s total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs. Costs of “help wanted’’ advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while*engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are 
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allowable. Where the contractor uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 

property are allowable if the rates are reasonable in light of the type, life 
expectancy *. condition, _ arid value of the facilities leased*, options available, 
and other provisions of the rental agreement. , 

(2) Charges in the nature of rent between plants, divisions, or 

organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. ' 

(3) Unless otherwise specifically provided in the contract, rental i 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 

general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research, and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research 

(2) General research is that type of research which is directed 
toward increase of knowledge in science.. In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract. 
/Generally, the contractor shall be required to disclose to the Government 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor’s independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor’s previous 
years’ independent research programs; and 

(v) proportion of Government business to contractor’s total 
business^/ 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor’s independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line/; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) . 
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(w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper performance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer -employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor’s part, or (iv) circum- 
stances of the particular employment. 

(2) Costs of .severance' ''payments are divided into two categories 
as follows: 


(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor’s 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor’s 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor’s plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
pay allocabLe to the contract will be made in the future. 


(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)) ; 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements . 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
directipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government. 

(aa) Trade, Business, Technical, and Professional Activity Costs . 

(1) Memberships. Costs of contractor’s membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professional, and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing and maintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs of the d irector of training and staff, training materials, 
and text books, and tuition and fe-es when part-time training is conducted 
by educational institutions, are allowable when limited to on-the-job 
type training and when -properly allocated. Costs of training in educa- 
tional institutions ere unallowable, except to the extent specifically pro- 
vided for in the 'Contract in accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight; express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ^Identification with the materials received can- 
not readily be made, inbound transportation costs may be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders’ meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to talcing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all wo^rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204.3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204. 3 (i) ; and 

(iii) ASPR 15-204. 3(k). 

15-204,3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers’ accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
h a PP en * n g» are unallowable. (For self-insurance programs see ASPR 15- 
204. 2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 
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(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over income 
under any other contract (including the contractor’s contributed portion 
under cost-sharing contracts), whether such other contract is of a supply, 
research and development, or other nature, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and organ 

izers> in connection with, (i) organization or reorganization of a business, 
or (ii) raising capital* are unallowable (see (f) above).. 

(i) Precontract Costs. Precontract costs ^re those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 

(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor’s facilities to approxi- 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General. 

(1) In addition, certain costs discussed in AS PR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

( vi ) Taxes,- ASPR 15-204, 2<z)(l)(i) through (iv), 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government- See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(f)(5), first sentence; 

(iii) Food Service Costs and Credits, ASPR 15 -204.2(h), 

last sentence; . 

(iv) Insurance and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi -Shift Premiums, 

ASPR 15-204. 2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204. 2(p), second sentence; 
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(viii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs, ASPR 15-204. 2(z)(2); 

(xii) Training Costs, ASPR. 15-204. 2(bb), 
last sentence; and 

(xiii) Travel Costs, ASPR, 15-2 04, 2 (dd) (4). 
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£ 2-200 SCOPE OF PART . This part sets forth principles and standards for the deter- 
mination and allowance of costs in connection with cost-reimbursement type contract - 


and cost-reimbursement type subcontracts thereunder for procurement of supplies, 
services, and research and development work with organizations having commercial 
type accounting systems* However, this part does not apply to contracts for facil- 
ities, construction and architect-engineer services related to construction. 


15-201 BASIC PRINCIPLES AND STANDARDS . 

a. Composition of Total Cost . The total cost of a cost- reimbursement type 
contract is the net sum of (i) the allowable direct costs, (ii) the properly 
allocable portion of allowable indirect costs and (iii) applicable income and other 
credits • 

b. Factors Affecting Allowability of Costs . The factors to be considered 
in deter minin g the allowability of costs include (i) reasonableness, (ii) application 
of generally accepted accounting principles and practices, (iii) significant devia- 
tions in the established practices of the contractor whioh substantially increase 
the contract costs, and (iv) any limitations as to types or amounts of cost items 
set forth in this Part 2 of Section XV or otherwise included in the contract. 

c. Credits . The applicable portion of income and other Credits, rebates, 
and allo wances, received by or accruing to the contractor and which are related to 
ary allowed cost will be credited to the Government either as a reduction in con- 
tract cost or by a cash refund, as appropriate. 

4 , Contractor's Accounting System . The requirements concerning record 
keeping and approval of the contractor's accounting procedures and practices are 
sSt forth in the "Records Clause" (See ASPR 7-203 • 7 ) . . 

15-202 DIRECT COSTS . Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost* or aggregate thereof, which can be identified 

specifically with any objective, service, program or project under the contract and 
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are chargeable directly unereto. Major items of cost reaaily identifiable with the 
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contract or with other work of the contractor should be charged directly thereto* 
This principle may often be applicable to such elements of expense as freight, 
travel, communications, engineering services, etc,, as well as the normal items of 
' materials and productive labor. However, when the contractor is engaged in mix ed 
production, this principle must be applied consistently to the costing of both 
defense and non-defense products or services, in order to produce equitable results, 
When the accounting expense of direct costing of minor items would exceed the 
resulting benefits, individual items, otherwise allowable as direct costs, may be 
treated as indirect expenses, 

15-202,1 DIRECT MATERIALS , The cost of direct materials includes the cost of all 
items purchased, supplied, manufactured or fabricated, which enter directly Lr.zy 
the end product or which are used or consumed directly in connection with furnis hing 
such product. Costs of reasonable overruns, spoilage, and defective work may also 
be included (as to defective work, see paragraph 7-203»5(c))» 

15-202,2 DIRECT LABOR. The cost of direct labor includes salaries and wages speci- 
fically identifiable with and properly chargeable directly to the performance of 
contract or other work of the contractor. Average rates may be used where it is 
demonstrated by the contractor that the results are equitable. Direct labor may 
also include other associated costs suoh as payroll: taxes and workmen’s compensation 
insurance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs, 

15-202,3 OTHER DIRECT COSTS , Where other items of cost are charged directly to the 
contract consistent with paragraph 15-202 above, the contractor must demonstrate 
that they are specifically related to the performance of the contract. When, how- 
ever, items ordinarily chargeable as indirect costs are charged to a Government 

contract as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated from indirect costs allocated to the contract. 


15-203 INDIRECT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint ob- 
jectives, are accumulated for accounting purposes by departmental activity or other 
logical cost grouping and are charged to the contract and other work of the con- 

' tractor by a process of allocation* Each element thereof is subject to the limita- 
tions of this part as to allowability* 

(b) No specific rules can be stated as to the method of allocation of in- 
direct costs because the actual condition in each instance must be taken into accour. 
in determining the most suitable method or methods* The objective should be u.e 
selection of a method or methods which will distribute the indirect costs in a fair 
and equitable manner* The method used in connection with Government contracts must, 
in order to be acceptable, conform with generally accepted accounting practices, be 
applied consistently, and produce equitable results* Any significant change, such 
as in the nature of the business, extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing processes, 

or the products being produced, may require reconsideration of the methods previously 
in use to determine whether they continue to be equitable* Further discussion 
relative to allocation of the individual categories of indirect costs will be found 
in the subparagraphs below* 

15-203*1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSES . Indirect manufacturing 
and production expenses consist of costs which are incurred in the productive 
process as a whole and are not readily subject to treatment as direct costs in 
accordance with paragraph 15-202. Allocation of indirect manufacturing and produc- 
tion expenses on a time basis, such as direct labor man-hours or machine-hours, is 
a method which generally produces accuracy and equity* Other acceptable bases, in 
appropriate circumstances, include direct labor dollars (exclusive of overtime 
premium), units processed and prime costs of units processed* The contractor may 
departmentalize or establish cost centers in order to distribute equitably the 


indirect costs* The factors to be considered in determining the extent of depart- 
mentalization or establishment of cost centers include variety of products, com- 
plexity of processes and relative labor and facility requirements for the various 
products. 

l$-203 >2 INDIRECT ENGINEERING EXPENSES . Indirect engineering expenses include 
engineering supervision, engineering administrative expense, engineering general 
supplies, and other related expenses. These expenses arise out of engineering 
activities which may include product design, tool design, experimental development, 
manufacturing and production development, layout of production lines, determination 
of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should be allocated to the benefited i cav- 
ities, i.e., contract and other work of the contractor 

the basis of ^r^^aig^eerti^ma^^o^s expended, direct 
engineering labor do lla rs ( exdlusiv eofov ertime^ premium ) , or other equitable bas_c . 
Direct costs of engineering activities should be charged directly to the benefited 
activities, i.e., contract and other work of the contractor in accordance with 
paragraph 15-202. 

15-203.3 SELLING AND DISTRIBUTION EXPENSES . The expenses in this group consist of 
items which represent the cost of marketing the contractor’s products and include 
sales promotion, advertising, distribution costs and other related items. Generally, 
such expenses are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts for the reason that marketing, in the ordinary 
commercial sense, is not necessary for doing business with the Government. However, 
dependent upon a reasonable demonstration of benefits to Government contracts and 
subject to the other provisions of this part, there may be an allocation to govern- 
ment work of those expenses in this category which consist of technical, consulting 
and such other beneficial services (including related supervision and clerical 
expenses) which are for purposes such as application and adaptation of the 
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extractor' s products rather than pure selling* Such costs should first be allocated 
between the contractor' s commercial line and its Government contracts* The amount 
allocated to the latter should then be charged to the individual contracts on any 
equitable basis* Because of the special problems that arise in this area, it is 
usually desirable for the contractor to identify in its records by means of sub- 
accounts or otherwise, the items of these expenses considered properly allocable to 
Government contracts* 

15-203. h GENERAL AND ADMINISTRATIVE EXPENSES * General and administrative expenses 
consist of costs incurred in the over-all management, supervision and conduct of 
the business* Any recognized method of allocating general and administrative ex- 
pense is acceptable provided equitable results are thereby obtained* Some of the 
factors that should receive consideration in determining whether the results are 
equitable are (i) the cost pattern of the Government contracts (that is, the per- 
centage of the total cost of the contract, exclusive of general and administrative 
expenses, represented by each of the several cost components thereof) in relation to 
the cost pattern for the plant or activity as a whole, and (ii) the ultimate objec- 
tive of distribution of these expenses in approximate ratio to the general and ad- 
ministrative effort involved in the two categories of work. In addition, considera- 
tion should be given to any significant variations of inventories between accounting 
periods, variations in the ratio of contract inventory levels to all other inven- 
tory levels, and other relevant factors including those mentioned in para* 15— 203(b ) * 
15-203*5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES . The base period for 
allocation of indirect expenses should approximate the period of contract performance 
op. sh o uld be roprooontative of that p e riod * — Tho baso p e riod should be sufficiently 
long to avoid inequities in the allocation of costs^ 

I5_20l| APPLICATIONS OF BAffCC COST PRINCIPLES AMD STANDARDS TO SELECTED ITEMS OF C0S1 
This par agr aph states, in some detail, applications of the basic cost principles 
c.r.d standards set forth in the preceding paragraphs of this part to certain selected 
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3 . terns of cost. The statements herein apply irrespective of whether the particular 
item of cost is treated by the contractor as direct cost or as indirect cost. 
Failure to mention any particular item of cost herein is not intended to imply 
that it is either allowable or unallowable. With respect to those items not speci- 
fically covered, as well as all the subparagraphs below, determination as to allow- 
ability will be made in the light of the basic principles and standards herein and, 
where appropriate, the treatment of similar or related items in this Part. 

15-20U.1 ADVERTISING . Advertising expenses include the costs of advertising media 
and corollary administrative expenses. Advertising media include magazines, n .. - 
papers, radio and television programs, direct mail, trade papers, outdoor adver- 
tising, dealer cards and window displays, conventions, and exhibits, free goods 
and samples, and sales literature. 

a. The following advertising costs only are allowable; 

(1) Advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry. 

(2) Help wanted advertising, as set forth in paragraph 15-20U.32. 
15-201*. 2 BAD DEBTS . Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include related collection expenses and related legal expenses. These costs are 
unallowable. 

15-20U.3 BIDDING EXPENSE . Bidding expenses are the costs of preparing bid esti- 
mates on potential contracts or projects, including the development of engineering 
and cost data necessary to support the contractor's price proposal or estimated 
cost of work performance. Bidding expenses of the current accounting period of 
both successful and unsuccessful bids normally Trill be treated as indirect expenses 
and allocated currently to all business of the contractor, in which event no 



1507 


bidding expenses of past accounting periods will be allocable in the current period 
to the Government contract. However, the contractor's established practice may be 
to treat bidding expenses by some other recognized method. Regardless of the 
method used, the results obtained may be accepted only if found to be reasonable 
and equitable, 

15-20U.U CAFETERIAS, DIMING ROOMS, AMD OTHER FOOD SERVICES . This class of ex- 
penses consists of cost, less revenue, of operating or furnishing facilities for 
cafeterias, dining rooms, canteens, lunch wagons, vending machines, or other types 
of services for contractors employees at the contractor's facilities. Profits 
accruing to the contractor from the operation of these services whether operated 
by the contractor or by a concessionaire, will be treated as a credit to costs of 
all production within the contractor's plant in which the services are furnished, 
except for services from which the profits are irrevocably set over to an employee 
welfare organization of the contractor in amounts reasonably useful for the 
benefit of the employees at the site or sites of contract performance. Reasonable 
losses of operation from such services are allowable when it is the policy of 
the contractor to operate such services at no loss or profit; provided, however, 
that any gains or losses from these services must be appropriately allocated to 
all activities benefited including Government contracts. When it is the policy 
of the contractor to furnish such services at a loss, losses on such operation 
will not be allowed as a cost, unless authorized by special contract provision. 
15-2014.5 CIVIL DEFENSE . Civil defense costs are those incurred in the pla nn i n g for 
and the protection of life and property against the possible effects of eneny attack. 
These costs are generally incurred pursuant to plans developed by local and state 
civil defense authorities. Examples of civil defense costs include cost in excess 
of normal plant protection expenses and may consist of first-aid training and 
supplies, fire fighting training and equipment, posting of additional exit notices 
and directions and other approved civil defense measures. Reasonable costs of civil 
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defense measures undertaken on the contractor’s premises pursuant to suggestions or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor* In the case of capital assets, acquired for civil defense 

purposes the costs thereof will be depreciated over a reasonable number of years in 

conformity with generally accepted accounting principles* Except as specifically 

civil 

provided in the contract, contributions to local/defense funds or projects not on 
the contractor's premises are unallowable* 

l5-20it*6 COMPENSATION FOR PERSONAL SERVICES* (To be inserted later on this page 


and pages 1509, 1510 and 1511)* 
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15-201**7 CONTINGENCIES * 'This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
with certainty as to time, intensity or even an assurance of its happening* These 
costs are not allowable. (For self-insurance programs see paragraph 15-201**15 ) • 
15-20U.8 CONTRIBUTIONS AND DONATIONS * Contributions and donations to established 
nonprofit charitable, scientific and educational organizations are allowable pro- 
vided that such costs are re as enable and are properly allocated to all work* 

The propriety of the amount of particular contributions and donations and 
the aggregate thereof for each fiscal period must be Judged ordinarily in light of 
the pattern of past contributions particularly those made prior to the placing of 
Government contracts* The amount of each allowable contribution must be deductible 
for purposes of Federal income tax, but the deductibility of the contribution for 
income tax purposes does not in itself justify its allowability as a contract cost. 
15-201**9 DEPRECIATION * 

a* Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated residual 
value, over their estimated useful life in a systematic and logical manner* It 
involves a process of allocation, not of valuation* Useful life has reference to 
the prospective period of economic usefulness in the particular contractor's opera- 
tions as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based upon original acquisition cost. Depreciation will be accounted for by con- 
sistent application to the aseet(s) concerned of any generally accepted accounting 
principles, inclu ding those recognized by Section 167 of the Internal Revenue Code 
of 195U, and should us ually be allocated to the contract and other work as an 
indirect cost* The amount of depreciation charged in any accounting period may 
vary with volume of production or use of multishift operations, provided the method 
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followed is consistent with oasic objectives set forth iii suoparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for standby purposes. 

d. Unless otherwise provided in the contract, no use charge will be 
allowed for assets still in use which have been, in accordance with the contractor's 

consistent accounting practice, fully depreciated on the contractor's books of 
account. 

e. Where the contractor has applied for, received, and accepted a deter- 
mination of "true depreciation" from an Emergency Facilities Board covering an 
emergency facility acquired under a certificate of necessity, the amounts so deter- 
mined for "true depreciation" over the emergency period (5 years) will be recognised 
in lieu of normal depreciation. After the expiration of the emergency period for 

1 the facility concerned where a determination of "true depreciation" has been made, 

J the remaining undepreciated portion of the cost of such facility will be depreci- 
ated over its remaining useful life and will j ^the on ly amount resized as 
allowable cost, subject to paragraph l5-20U^~THr«)ntractor may elect to use 
normal depreciation rather than the "true depreciation" as determined by the 
Emergency Facilities Board. However, the method chosen after such determination 
of true depreciation" must be followed consistently throughout the life of the 
emergency facility. 

EMPLOYEE MORALE , HEALTH AMD WELFARE . Included in this category are ex- 
penses of health and welfare activities incurred for the improvement of working 
conditions and the improvement of employer-employee relations, employee morale, and 
eaqsloyee performance. Examples of these activities are house publications, health 
or first-aid clinics, and employee counselling services. These costs are allowable 
when incurred in accordance with the contractor's established practice or custom in 
the industry or area and are reasonable and equitably allocated to all classes of 
work performed in the contractor's plant. Income generated from ary of these 






i 
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activities will be credit . the costs thereof unless Cut*, Jmcome has been 
irrevocably set over to employee welfare organizations* 

15-20^*11 ENTERTAINMENT EXPENSE . This item includes the cost of amusement, diver- 
sion, social activities and incidental costs relating thereto, such as meals, lodg- 
ing, rentals, transportation and gratuities* These costs are unallowable* 
lg-20U*12 EXCESS FACILITIES , This item includes the cost of maintaining and hous- 
ing idle and excess facilities, except those reasonably necessary for standby 
purposes. These costs are unallowable. The costs of additional plant capacity re- 
served for defense production shall be the subject of a separate contract. 

15-20U.13 FINES AND PENALTIES * Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state and 
Federal laws and regulations* These expenses are not allowable except when incurred 
as a result of compliance with specific provisions of the contract or instructions 
in writing from the contracting officer; 

l$-20U»lli FRINGE BENEFITS * Fringe benefits are allowances and services provided 
by the contractor to its employees as compensation in addition to regular wages 
and salaries. 

a. The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and severance pay will be in 
accordance with sub-paragraphs 15-20U.26, 1JJ-20U.6 and 15*20^.37 respectively. 

b. The cost of other fringe benefits such as pay for vacations, holidays, 
sick leave, military leave and employee insurance (but see subparagraph 20b.l£e) is 
allowable to the extent required by law, employer- employee agreement, or established 
policy of the contractor that constitutes, in effect, an implicit agreement on the 


contractor's part, 

l$-20U.l $ INSURANCE AND INDEMNIFICATION. 


Included unde£_this item aya-'fl) those type of insurance^wKich the 


contractor is required^to carry^wder the tenro^f^tHe contrac£*"f>r by specjJ 
instruct iortjaf^ie contracting officer orchis authorize^f*epresentatife7 and 
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(2) any other insurance for which the contractor seeks reimbursement under the con* 
tract. The kirfds of insurance ordinarily included in the* first category are set 

out in A§Ffi 10-501. / / 

/ 

b. Costs xif Government required insurance are allowable within tne 

o p as tc/the extent of /coverage and premium rates approved by the .Government. 

/ / :/■ 

Costs of other insurance, except that applicable Jto Government-owned property, are 

/ / ; / . ,/ 

allowably provided (1) >he insurance has been approved by the military department 

conceded or (2) in the absence of such ^pfcroval requirement, the types of coverage, 

bent of coverage, and rates are reasonable under the circumstances.. Costs allowed 

/ "/ / 

for use and occupancy insurance,. /however, will in principle be limited so as to 

exclude coverage of profit, Merest, federal income taxes, and any other items of 

• / • 

expense unallowable under this part. / 

/. / 

/ c. The ^efsts of insurance or ary reserve covering the risk of loss of or 

damage to Government- owned property" are not allowable except to the extent that toe 
Government may have required the contractor to carry 'such insurance. 

d. Provision fbr losses under a self insurance program are allowable 
provided the program phs been approved by the Military Departments concerned. 

Actual losses sustained under such a pelf-insurance program are not allowable. 

e^, • / The costs of insurance on the lives^f' officers, partners or.propri- 
etors, jipd^not allowable except where such insurance is part of an employee plan 
whicj^ls not unduly restricted* 

f. Losses resulting frmyiailure to insure J&firough self insurance or 
otherwise) arf^Jot allowable uirfess approved by thi Department concerned. 

'g. Cost of indemnification wil^be allowable only to'ihe extent ex- 

/ 

pres sly provided for/in the contract* 

15-20U.16 INTEREST AND OTHER FINANCIAL , EXPENSES . This item includes interest 
(however represented), bold discount and expenses, and the cost of financing and 
refinancing operations as wall as legal and professional fees paid in connection 
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vith the preparation of a prospectus, cost of preparation and issuance of stock 
rights and expenses related thereto. (See also l5»20^j||j|l» These costs are un- 
allowable except for interest assessed by State or l°c^|taxing authorities under 
the conditions set forth in subparagraph 15-20U.39. <*S»* 

1S-20U;17 LABOR RELATIONS . This item covers expenses incurred in maintaining satis* 
factory relations between the contractor and his employe®? * It includes the cost 
of shop stewards, labor management committees, employee publications and other 
related activities. Costs incurred for these purposes are allowable. 

15-20U.18 LOSSES ON OTHER CONTRACTS . This item covers Say excess of costs over 

si^ly/iSearch and development or other nature. Costs of this nature are not 
allowable as a cost of performance of the Government contract. 

1S-20U.19 MAINTENANCE AND REPAIRS . 

a* This item includes those cost* necessary far the upkeep of property 

•therwise 

(including Government property unless/provided for) which neither adds to the per- 
manent value of the property nor appreciably prolongs iff intended life but keeps 

• . : | •*£ si 


it in an efficient operating condition. These costs allowable. Expenditures 
for plant and equipment which, according te generally SffSpted accounting princi- 
ple®, should be capitalised and subjected te depreciate© will be allowable only 
on a depreciation basis. Cost of maintenance and repairs of excess facilities and 
of idle facilities (other than reasonable standby facilities) are not allowable. 

r 

De ferred maintenance is defined as maintenance and repairs which - or 


some reason such as abnormal operating conditions or lack of funds, is delayed to 
a future period. The cost of maintenance and repairs which has been deferred from 
a period prior to the contract ie not allowable unless specifically provided for 
in the contract. Likewise, the estimated cost of maintenance and repairs normally 
required but not accomplished during the period of the contract will not be allowed 
as a post unless specif totally provided for in the contract. 
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15-20U.20 MANUFACTURING AND PRODUCTION ENGINEERING . Manufacturing and production 
engineering includes the cost of engineering activities in connection with (1) 
current manufacturing processes such as motion and time study* methods analysis* 
job analysis, and tool design and improvement and (2) current production problems, 
such as materials analysis for production suitability and component design for 
purposes of simplifying production. These costs are allowable. 

25-20li.21 MATERIALS AND SIIPPLTr.fi . 

a. This item includes the net costs of such items as raw materials* 
parts, sub-assemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the contractor, and may include such collateral items 
as inbound transportation and intransit insurance. In computing materials costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(as to defective work, see paragraph 7-203.5(c)). These costs are allowable sub- 
ject, however, to the provisions of subparagraphs b. through f * below. 

b. Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits • Such income and other cr edi ts 
include trade discounts, refunds, rebates and allowances, cash discounts available, 
credits for scrap and salvage and materials returned to vendors. Such discounts, 
rebates, allowances and credits, may be applied directly to the charges for 
materials involved or may be apportioned through credits to indirect costs. How- 
ever, where the contractor can demonstrate that failure to take cash discounts was 
due to circumstances beyond his control, such lost discounts will be allowed. 

c. When materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contract. 

d. If materials are issued from stock, any gener ally recognized method 
of pricing such materials will be acceptable, provided the method is consistently 
applied and the results obtained are equitable. Wh o m materials I n qt ocl r at the. 
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e. Reasonable charges arising from difference between periodic physical 
inventory quantities and related material control records will be included in 
arriving at the cost of materials* provided that such charges (1) do not include 
"write-downs" of values* and (2) relate to the period of performance of the con- 
tract* All credits arising from differences between periodic physical inventory 
quantities and related material control records shall be taken into account* 

f. Ordinarily sales or transfers of materials* services and supplies 
between plants* divisions* or organizations* under a common control* shall be stated 
on the basis of cost to the transferor. In the case of ary item regularly manu- 
factured and sold by any such transferor through commercial channels a departure 
from this Cost basis is permissible* provided that the price charged to the con- 
tract does not exceed the lower of (1) the transferor's sales price to its most 
favored customer for the same item in like quantity* or (2) the prices of other 


suppliers for the same or substantially Similar items* 

15-201*. 22 ORGANIZATION EXPENSES * This item consists of expenditures in connection 
with organization or reorganization of a business* Examples of such costs are in- 


corporation fee* attorneys fee fees to promoters and organizers and costs of 
raising capital* These costs are unallowable. (See paragraph l5-20l**l6)* 

1$-20U. 23 OTHER BUSINESS EXPENSES « Included in this item are such recurring ex- 
penses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor* cost of shareholders' meetings* proxy 
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solicitations, preparation and publication of reports to shareholders, preparation 
and submission of required reports and forms to taxing and other regulatory bodies 
and incidental costs of directors and committee meetings* The above an d similar 
costs are allowable when allocated on an equitable basis to all classes of work. 
l$-20U*2li OVERTIME, EXTRA PAY SHIFT AND MULTI-SHIFT PREMIUMS. Thi n It an oc no ictc^ 


"inis item C oasis is "Of p$^^ overtime . 

Such Premiums .on oircct, labor Tnav b e /J--- 


aucn premiums .on oircct .labor may b e classified 
either direct dr Ihdirec^Lh^^ 

\ | of suoh premiums should be separately identified. % | 

I When direot labor eost is the base {for distribution ,/] 

| of overhead, suoh premiums shall n|t be included j 
therein* Cost of suoh premiums on direot labor are • * 
allowable only to the extent expres sly provided for 
in the eontraot or otherwise authorised by the 
Government# Cost of suoh premiums for indirect labor 
is allowable without prior approval, if reasonable, 
and the oost is allocated on a pro rata basis to own- 
meroial as well as Government work* See ASPR 12-102 
for further information oonoerning the polioy regarding 
auoh authorisation* The amount of suoh premium dost 
eharged on Government oontraots shall be equitable in 
relation to the amount of suoh premium posts c ha rged 
on non- Government work being concurrently performed 

! in the Contractor's plant and the faotors which neces- 
sitate the inourrenoe of the oost* n 1 

„ lates t .„ 1 

/ 8f«^0h to© art dad : oos ts.jwoessary' t^ indention 

« ' / *** 111 or £® r & “to. invention disoloeures , and df to'eparine 

\ 7: i ® wable • , ; .“®. 0<?8 : tf Of. preparihg r iss ignmont i i&d* othe^uaDers 

if . . Goverment 10 ^^ *%'**}***''& * Patent application byMe : 

"■IV ^J®^9at_and^any other Ssubh Oosts ara s.Umable7 ub#the I 
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1 V !? h * de velopment work is treated in 15-204*34. • I 

: >^VSee also paragraph lj^8^^36ji!*' ; 9 

uwu *“" w to contract. "procrauoB w K *. 
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ceases is allowable* The cost" 


Sparing disclosures and other reports as 


required by the contract^nd^of prepa^hg^aasignment and other papers in connection 
with the filingpf^patent application by or^foT^tjje Government, and ary expenses 
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im a Umr at b l e un l ess o therwise -pro vid e d i n the c o ntra c t s — - Ths cos t of research an d 
-developmen t worir lending t . o p a t a nt a i s tr e ated in s ubparagraph lj >- g0k.3U> 

15-20U.26 PENSION PLANS , 

a. A pension plan as used herein is a plan which is established and 
maintained by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to his employees over a period of years, usually 
for life, after retirement. Such a plan may include disability, withdrawal, in- 
surance or survivorship benefits incidental and directly related to the pension 
benefits. Such benefits generally are measured by, and based on, such factors as 
years of service and compensation received by the employees. The determination of 
the amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely determinable if funds 
arising from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by the employer. A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon retirement or over a 
period of years after retirement will be considered a pension plan, if, under the 
plan, either the benefits payable to the employee or the required contributions 

by the contractor can be determined actuarially. (Retirement plans which are based 
on profit-sharing shall be subject to paragraph l5-20U.6e). 

b. Pension plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to consideration by the Military 
Department} however, approval of the plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such plan by the Military Depart- 
ment. Consideration of a plan and the method of determination of cost thereof will 
be the responsibility of the Department to which audit cognizance is assigned and 
the subsequent action taken by that Department will generally be accepted by the 
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other Departments* Where pension and retirement plans of non-profit or other tax 

exempt organizations are not required to be reviewed and approved by the Internal 

.Revenue Service, it will be the responsibility of the Department to which audit 

cognizance is assigned to give consideration to the acceptability of such plans. 

c. The costs of a pension plan approved by the Military Department con- 
cerned, to the extent such costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non-profit or tax exempt organi- 
zations), are allowable except as otherwise determined unallowable under this 
paragraph. Such costs may include excess contributions nf nrmrinin yes nr to the 
extent such contributions are claimed and allowed for^tax purposes in the current 
taxable period. In cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract cost will be made for contributions 
disallowed for tax purposes which previously had been allocated to and allowed as 
contract costs. 

d. In determining the net costs allocable to military contracts, con- 
sideration will be given to the possibility of future abnormal termination credits 
or gains and the effect such credits or gains would have upon current costs. These 
termination credits or gains will arise with respect to individuals for whom current 
costs are being incurred by the contractor but whose employment will ter minat e 
before they acquire a vested right to the benefits purchased or funded by current 
costs. When such credits or gains are foreseeable and their worth can be evaluated 
with reasonable accuracy, an equitable adjustment of current costs to give effect 
to the anticipated future credits or gains will be made. Such equitable adjustment 
can be accomplished either by discounting the current costs otherwise allocable or 
by obtaining realistic recognition in the actuary's calculation of current costs 

so that the current costs do, in fact, reflect the discount for the abnormal ter- 
mination credits or gains which are anticipated. However, most often such abnormal 
credits or gains, if foreseeable at all, are not susceptible of being evaluated at 
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the time of contracting because neither the timing nor the severity of the termina- 
tion actions will be known* Under these circumstances, the Government's interest 
in such abnormal credits or gains will be preserved for retrospective evaluation 
- accounting* If a contractor has but one or relatively few Government Contracts , 
an appropriate contractual provision may be used to preserve the Government's in- 
terest provide fW-fcho retr<»pective rccodntin^. In ^other cases, where a con- 
tractor is not limited to one or few Government contracts or there is reasonable 
probability he will receive follow-on contracts, a separate contractual "side" 
agreement will be negotiated having application to all pension costs allowed under 
contracts with the particular contractor and provide for an accounting of abnormal 
credits or gains, as that term is defined in the agreement, arising by reason of a 
cutback or cessation of Government contract work* 

v> 

e* The allowability of costs of lump sum purchases of annuities or of 
lump s\im casn payments^ made to provide pension benefits for retiring or retired 
employees other than incurred under approved pension plans will be subject to 
consideration on an individual case basis* 

15— 20U»27 PLANT PROTECTION EXPENSES * This item includes the cost of wages, uni- 
forms and equipment of personnel engaged in plant protection, supplies, depreciation 
on plant protection capital assets, and necessary expenses to comply with military 
security requirements. These costs are allowable* 

15"20U*28 PRECONTRACT COSTS * Precontract costs are those which are incurred prior 
to the effective date of the contract and which would have been allowable thereunder 
if incurred after such date. Such costs will not be allowed unless specifically 
set forth in the contract, mod may tqr- Hmitnd to n p a rlort of t l m r nn w ull ww t o t litr 
gtyp8~8 nd am o unt of ouoh -C obter 

15-201**29 PROFESSIONAL SERVICES LEGAL* ACCOUNTING, ENGINEERING AND OTHER * 

a. This item includes the cost of professional servioes rendered by 
the members of the particular profession separately engaged*- These costs generally 
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are allowable when reasonable in relation to the services rendered and are not 
contingent upon recovery of the coats from the Government. 

b. Factors to be considered (among others) in determining the allowa- 
bility of costs in a particular case are: (1) past pattern of such costs* partic- 

ularly in the years prior to the award of Government contracts; (2) the impact of 
Government contracts on the contractor's business; (3) the nature and scope of 
managerial services expected of the contractor' s own organization; and (k) whether 
or not the proportion of Government work to the contractor's total business is 
such as to influence the contractor in favor of incurring the cost* particularly 
where the services rendered are not of a continuing nature and have little rela- 
tionship to work under Government contracts. Retainer fees to be allowable jmist 

be reasonably supported by evidence of services rendered. 

o. The ooats of legal, aooounting. and Consulting servioes 
- - and related expenses inourred Organization and 
1 f . rebrganization, defense t>f iahti- trust suits* fLft'd tiie prosecution J 
Y "of eli^ims.'; against the Gb^rnmentr^re.-uhallowabiei • „The oos.ts of I 

• \ ' legal* accounting, and 'consulting servioes. and ^related expenses | 

incurred in connection with patent infringement litigation are 
unallowable unless otherwise provided in /the contract. 1 ' .. 

. ! 1 1 ' '' 

1$-20^.3Q PROFITS AMD LOSSES ON DISPOSITION OF PLANT, EQUIPMENT OR OTHER CAPITAL 
ASSETS . Included herein are gains or losses of any nature arising from the sale or 
exchange of plant* equipment* or other capital asseta* including sale or exchange 
of either short or long term investments. Profits or losses on sale or. exchange 
of oapital assets* including investments* will be excluded in computing contract 
costs. 

15-20U.31 RECONVERSION EXPENSES . Reconversion expenses are those inourred in the 
restoration of the contractor's facilities to approximately the same physical 
arrangement and condition existing Immediately prior to commencement of the mili- 
tary contract work and include the cost of removal of Government property. Recon- 
version expenses are not allowable except that the cost of removing Gove rnment 

property and the restoration costs caused by such removal are allowable if specifi- 
cally provided for in the contract. 
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1$~20U*32 RECRUITING EXPENSE . This item includes the costs of "help wanted" adver- 
tising and the operating costs of an employment office neoessary to secure and 
maintain an adequate labor.force» It further includes the costs of operating an 


educ a tional - and aptitude^ testing program, travel expenses of employees while engaged 

n 

in recruiting personnel, and travel expenses of applicants for interviews for pro- 
spective employment* These costs are allowable* Where the contractor uses private 
employment agencies, costs not in excess of standard commercial rates for such 
services are also allowable* Costs of special benefits or emoluments offered to 
prospective employees beyond the standard practices in the industry are not allowable* 
l$-20Lu33 RENTALS OF PLANT AMD EQUIPMENT * (Including sale and leaseback of facili- 
ties*) This item includes expenses for (1) use of land, buildings, and equipment 
or other personal property, and (2) rental expenses under sale and lease-back 
agreements incurred by contractors through sale of plant facilities to investment 

} 

organizations (such as insurance companies ) or to private investors and concurrently 
leasing back the same facilities* 

a* Rentals of plant and equipment under (1) above are allowable if the 

rates are reasonable in light of the type, condition and value of the facilities 

leased, options available and other provisions, of the reqtal agreement* ^ 

vb. Rentals specif ied^fn sale and lease-back agreements under (2) above 
fl 

are allowable only to the extent that such rentals do not exceed normal costs (such 

sfydiAv 

as depreciation,- taxes, insurance and maintenance expenses ) which would have been 

A. 

incurred had the contractor retained legal title to the facilities* 

15-20U*3U RESEARCH AND DEVELOPMENT , Research and development expenses (sometimes 
referred to as general engineering expenses) for the purpose of contract costing 
are divided into two major categories, namely; 

a* General research, also referred to as basic . research, fundamental 
research, pure research and blue-sky research* .. 
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b. Belated research or development, also referred to as applied research, 
product research and product line research* 

general researoh is that type Of research which 
is directed towards inorease of knowledge in soienoe*’ It 
is researoh where the primary aim of the investigator is 
a fuller knowledge or understanding of the subjeot under 
study, rather than a practical application thereof* The 
cost of Independent General Researoh (that which is not 
sponsored by a contract or grant or other arra ng ement) 
shall be allowed to the extent specifically provided in 
the contraot* 


wil 



(B) Generally, the contractor shall be required 
to disclose to the Government the purposes and results 
of suoh independent general research* 


Inspeoiall^'^oviding^f^-mx^^c'cstv 
to the following faotors' " ^ v ^ 


shall be given 


■•^nong. ^thkrs : :|-~:3^ v? r - •; ' p x ~' r ' j 

-a* ' Scope, nature and ,qual it^ pf ’th| . ' pontrafttor ?. a ; independent • | 
: , / general .^rese^oi\^ 9 ^am ft; j.' £$■.?.' i ’ci-cf •- (... > *.• 

: ■-^bi " The Capability of the oontraotor in the particular ^researoh 

field* 

o* Benefits which may accrue to the Quv^rnment* 

‘ ; * d* Caparison of . si se , and. oo$t .of .contractor ?.s previous .years ’ 

.1 £es>aroh programs* • iT >•. ->■ 

' • ' 'e. The' proportion of the ^yernmenlt hylsinaa a' to' the oontraotor 1 3 

total ibueiness* rt ,~: or.. ill., .i'r-i _ ?- 


development (that whicl) is not sponsored by a Contract or grant or 

reiDM&sei 


et otherwis e 

^ c o nt r fect or) may, if allocated on the basis of all production, be 


allowed as a cost under any cost type production contract if the research is re- 
lated to the contract product or product line* No portion of such research will be 
allowable under cost-typo research and development contracts* 

c* Independent research projects will absorb their appropriate share of 
the indirect expenses of the department where the research work is performed* 
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Th^s item covers amounts paid or payable for, the right to use 
; v -patent a or ‘ invention#.* fi '■J/JhQfs ifte W%f sUch a patent or 
; invention, ifi neoeBsraiy -fo^ ^the ffbpe* ;p*rf orrta&e of 'the con- 
tract and where the ^TOrnmdht-'dberf not ' alrehdy have a lioense 
or other right to use such a patent or invention, the royalties, 
amortization of the cost of purchased patents or other purchased 
patent rights applicable to oontr&ot products or processes are 
ail ggablc to the extent expr essly p rovided for elsewh ere in t he 
contract or otherwise authorised by the contracting officer. 

Chargee for the nee of patents, where the Government has a / *». 

I license or the right to free use of the patent ere unallowable. 

I Chargee for the use of patents where a patent has been adjudi- ^ x 
Jested to be invali d are unallowable unless otherwise provided 
fin the contract. * ( MOTB iThia provision , «pon reeone ideration by 
the ASPR Committee, was changed from the Banner in which it is 
shown in the minutes of the 6 Dee. 19$$ meeting (which 4 r* correct) 

to the form shown above. ) 

l$-20lu.3o battv iva anu inoiAntAiiOh Ihia 

vicing the product installation, and trainin^pers onnel in the use, maintenance and 
operation of the product. Such costs are allowable. 

1S-20U.37 SEVERANCE PAT . Severance pay, also commonly referred to as dismissal 
wages, is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. 

The cost of severance pay is allowable only to the extent that, in each 
case, it is required by (1) law, (2) employer-employee agreements, (3) established 
policy that constitutes, in effect, an implicit agreement on the contractor ’ s part, 
or (U) the circumstances of the particular employment. 

For contract costing purposes severance pay is divided into two cate- 
gories as follows: 

a. Normal Turnover Severance Pay . The oost of severance payments is 
allowable and must be allocated to all classes of work being performed in the 
contractor's plant at the time of payment. However, where the contractor provides 
for accrual of pay for normal severances such method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made for normal 
severances over a representative past period. 

b. Mass Severance Pear . The cost of abnormal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
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continuing employment on other work of the contractor is allowable. The amount 
allowable shall be determined by assigning the total cost Of actual mass severance 
payments to the entire period of employment with the contractor and equitably appor- 
tioning such cost to all business of the contractor performed during that period. 

A reservation in the final release of claims (See ASFR 7-203* U) may be 
aade in the case of completed cost-reimbursement type contracts when it is reason- 
able to assume that severance pey allocable to the contract will be made in the 
future. 
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15-20U.38 SPECIAL TOOLING . The term "special tooling"' means property of such 
specialized nature that its use, without substantial modification or' alteration, is 
limited to the production of the particular supplies or to the performance of the 
particular services for which acquired or furnished. It includes, but is not 
limited to, jigs, dies, fixtures, molds, patterns, special taps, special gauges, 
and special test equipment. The cost of special tooling, when acquired for and 
its usefulness is limited to government contracts, is allowable and will be charged 
directly to the government contracts. When such special tooling is acquired it 
^hall be subject to the provisions of the contract clause set forth in ASPB 13-503 
entitled, "Government Property" • 

15-201;. 39 TAXES* Taxes are charges levied by a government unit. They do not in- 
clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 

' 4 . 

contractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for (1) Federal 
income and excess profits taxes; (2) taxes in connection with financing, refinancing 

or refunding operations (see paragraph 15-201;. 16); (3) taxes from which exemptions 

r 

* ar ® available to the contractor directly or available to the contractor baaed on 
in exemption afforded the Government; and (U) special assessments an lan d which 

represent capital improvements. ^ 

«' except when the contracting 
officer determines that the 
administrative burden incident 
* to obtaining the exemption 

outweighs the corresponding 
benefits accruing to tha 
Government 


b. Taxes otherwise allowable under a. above, but which may be illegally 
or erroneously assessed may be allowed as a cost of work performed, provided that 
the contractor, prior to payment of such taxes, (1) promptly requests instructions 
from the contracting officer concerning such taxes; (2) agrees to comply with such 
instructions; and (3) if so directed by the contracting officer also agrees to take 
all necessary action in cooperation with and for the benefit of the Government, to 
determine the legality of such assessment or, as the case may be, to secure a refun 
of such taxes and any interest of penalties thereon. Interest and penalties incurr 
by a contractor by reason of the nonpayment of any tax at the direction of the con- 
tracting officer, shall be allowable as a cost. Reasonable expenses of any pro- 
ceeding instituted by the contractor at the direction of the contracting officer 

to detexmine the legality of such an assessment or to secure a refund of such 
taxes, interest or penalties for the benefit of the Government, shall also be 
allowable as costs. 

c. Any refund of taxes, penalties or interest thereon shall be credited 
to contract costs in the proportion in which contract costs absorbed the costs of 
taxes, interest or penalties. If at the time the refund is received by the con- 
tractor, no defense contracts are being performed, the amount otherwise to be 
credited to contract costs shall be paid directly to the Government. 

15-20U.U0 TRADE. BUSINESS, TECHNICAL AND PROFESSIONAL ACTIVITIES . 

a. Memberships , This item includes costs of membership in trade, busi- 
ness, technical and professional organisations and such costs are allowable. 

b. Sub scriptions . This item includes the cost of subscriptions to 
trade, business, professional, or technical periodicals. Such costs are allowable. 

c. Meetings and Conferences . Expenses representing the purchase of 
meals, transportation, rental of facilities for meetings, and costs incidental 
thereto, when the primary purpose of the incurrence of such expenses is the dis- 
semination of technical information or the stimulation of production, are allowable. 
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l5.20U.lq TRAINING EXPENSES . 

a. This item includes the costs of preparing and maintaining a program 
of instruction designed to increase the over-all effectiveness of employees. In- 
cluded are the costs of the director of training and staff, trai n i n g materials 
and text books when the training program is controlled by the contractor, and tui- 
tion, fees, training materials and text books when the training is in educational 
institutions. 

b. Such costs which are limited to on the job training are allowable 
when properly allocated. 

c. Costs of training in educational institutions are not allowable, 
except to the extent specifically provided in the contract. 

15-20U.U2 TRANSPORTATION EXPENSES . Transportation expenses include the cost of 
freight, express, cartage and postage relating either to goods purchased, in 
process, or delivered. 

When such costs can readily be identified with the items involved, they 

may be direct costed or added to the cost of such items. (See paragraph 15-20U.21) 

Where identification with the materials received cannot readily be made, inbound 

transportation expense may be charged to the appropriate indirect expense accounts, 

— 

provided the contractor follows a consistent procedure 'in this respect. Outbound 
freight, if reimbursable under the terms of the contract, should be treated as 
direct charges. 

15-20U.U3 TRAVEL EXPENSES . This includes costs of transportation, lodging, sub- 
sistence and incidental expenses incurred by contractor personnel in a travel 
status while on official company business. 


a. Travel expenses incurred in the normal course of over-all adminis- 
tration of the business and applicable to the entire business are allowable when 
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b* Travel expenses directly attributable to contract performance may 
be charged to the contract in accordance with the principle of direct costing* 
c* Subsistence and lodging including tips or similar incidental ex- 
penses may be reimbursed either on an actual or per diem basis* The basis selected 
should be consistently followed. 

d* Entertainment expenses are not allowable. 

e» Costs of personnel movement of a special or mass nature are allow- 
able only when authorized or approved in writing by the Contracting Officer. 



